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PREFACE 

Since the publication of CapUalhsation in 
1913, suggestions have been made from time 
to time that a discussion in the same general 
maimer of other topics of corporation finance 
would be helpful to students of the subject. 

The new volume, CorporcUion Finance, 
accordingly, deals more especially with two 
topics, the distribution of corporate seciui- 
ties and the financial side of corporate reor- 
ganizations. It also presents some discussion 
of the disposition made of corporate income. 
Though, both law and accounting must be 
referred to in explaining financial matters, 
I hold an opinion that corporation finance 
has a distinct channel, and that it is the duty 
of any one undertaking a presentation of any 
&spect of the subject to steer a course be- 
tween the legal and the accounting sides of 
corporate business. 

Since writing CapitalizaUon I have changed 
my mind about the special desirability of us- 
ing as illustrations existing securities and 
corporations, and in this second volume have 
confined the examples mostly to hypothetical 
cases. The passage of a few years, with tlieir 
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varying economic, social, and personal winds, 
make the facts presented in an old corpora- 
tion manual resemble the snows of yesterday. 
I am glad to express my appreciation of the 
kindness of Mr. John Tatlock, president of 
the Westchester Avenue Bank, in reading 
much of the manuscript. My partner in the 
practice of the law, Mr. William Lilly, helped 
especially with the discussion of Corporate 
Heorganizations. 

Hastings Lyon 

37 Wall SrsBirr, New Yobs Citt 
August, 1916 
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CORPORATION FINANCE 

CHAPTER I 

BAISING FUNDS FOE THE CAPITAL ACCOUNT 

THROUGH AN APPEAL TO THE 

STOCKHOLDER 

People who are starting a new corporate 
enterprise must in some way provide the 
capital for it. Finding the capital forms part 
of llie work of the promoter. ■ When perform- 
ing this labor he often resembles Gilbert's 
policeman in that "his lot is not a happy 
one." He is too likely to have to cool his 
heels In many an anteroom before he accom- 
plishes the desired result. In the discussion 
of "Watered Stock" In the preceding book 
on Capitalization, we have already indicated 
something of the nature of the promoter's 
services and the method of rewarding them. 
For the present let us assume a corporation 
in existence and conducting a going enter- 
prise. When the managers of such a cor- 
poration decide that the business requires 
new capital, or that new capital could be 
used to advantage In the business, they can 
attempt to procure It directly through the 
corporation or they can seek the aid of other 
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2 CORPORATION FINANCE 

people who make a business of procuring 
capital for corporations. 

If those in control of the affairs of a cor- 
poration sedc the aid of those who make an 
occupation of providing capital, — invest- 
ment bankers or brokers, or, to u^ a term 
which includes both, dealers in securities, — 
they must pay these people for their services. 
Naturally the question arises whether or not 
the corporation can cut out the middlemen 
and, by appealing directly to those who have 
capital to invest, get the entire amount of 
funds which the investor is parting with. 
Of course this question is simply the special 
part the distribution of securities plays in 
the whole general question of the middle- 
man and his rewards. It is no part of our 
purpose, however, to enter at length into 
the general question, but simply to discuss 
the issue with special reference to securities. 

Corporations have not been successful in 
making an appeal directly to the capitalist. 
By capitalist we mean only some one with 
money to invest, whether large or small in 
amount, some one who controls capital to a 
value of from one hundred dollars up to 
many thousands. Locating the capitalist 
and persuading him to invest his capital in 
a particular enterprise requires special skill 
and influence. When a dozen opportunities 
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RAISING FUNDS 8 

to invest are being offered skillfully and in- 
fluentially, as is always the case, an offering 
made wiUiout skill and influence is not likely 
to meet with acceptance. 

Middlemen, or dealers ld securities, per- 
form a real service. Some description of the 
manner of performing this service will ap- 
pear as our discussion develops. A corpora- 
tion engaged in the special business which it 
was organized to carry on does not have ttie 
facilities, to say nothing of the special knowl- 
edge and ability, to engage in the business 
ordinarily carried on by the dealer in securi- 
ties. A ^ven corporation ordinarily demands 
new capital only at considerable intervals. 
It cannot maintain a permanent organiza- 
tion to satisfy these occasional demands. 

Dealers in securities make a business of 
doing for many corporations what, for any 
one of them, though probably their most 
important affair, is one that ordinarily de- 
mands attention only at infrequent and ir- 
regular intervals. They perform services of 
two kinds. They do the actual work of in- 
ducing the capitalist to make his commit- 
ment in the particijar enterprise, and they 
assume the risk of success in performing this 
service. Generally speaking, corporations 
do not meet with success in new financing 
unless they can and do command both serv- 
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4 CORPORATION FINANCE 

ices. People who are willing to act as bro- 
kers for a corporation in selling its securities 
on commission, and without assuming the 
risk of the market, naturally will not sell if 
they find selling so difficult as to be im- 
profitable. Ordinarily corporations resort to 
dealers of that character only when they 
fail to find some dealer who will assume the 
risk. Glenerally only small corporations at- 
tempt to raise funds in that way, and then 
the attempt usually results in disappoint- 
ment. 

Risk in these transactions is a very real 
thing. The most skillful and best informed 
in these matters may fail to estimate cor- 
rectly the appeal a particular issue of securi- 
ties will make to the public at a given price. 
Even if they are not mistaken in their esti- 
mate of the popularity of the issue, general, 
financial, and business conditions may shift 
rapidly, before the securities can possibly 
be disposed of, and cause the bankers who 
have purchased or imderwritten them a 
heavy loss. The corporation can well afford 
to pay for the insurance. Generally it is 
almost a vital matter that the corporation 
secure the money and usually a relatively 
small difference in the cost of securing it is 
not at all vital. If the corporation is carry- 
ing through a refunding operation, creating 
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RAISING FUNDS ff 

a new issue of bonds to sell and to enable it 
to pay off bonds which are falling due, it 
must have the money or suffer a default. If 
the corporation requires new capital for ex- 
tensions, it may be of the utmost importance 
to it, under the conditions existing, that the 
new capital expenditure be made. Though 
the difference between a 5^ per cent and a 
5f per cent basis — which would be a differ- 
ence between 93.25 and 90.12 in the price of 
a 25-year 5 per cent bond — is important, it 
is not vital. 

Thou^ it may not be expedient generally 
for a corporation to turn itself into a banking 
house in the endeavor to raise capital with- 
out the e^>ense of the services of a mid- 
dleman, it may under some circumstances 
procure for itself new funds required. The 
corporation may be a "family" affair: that 
is to say, a very few people may own practi- 
cally all of the stock and may not want any 
*'outsider" to have a substantial interest in 
tiie business. Many such corporate busi- 
nesses conduct their affairs much in the 
manner of a partnership. People who are 
essentially partners organize in the corpo- 
rate form for the sake of the limited lia- 
bility, for the precision of the corporate form 
in providing for the contribution of capital 
and division of profits, or for any other of 
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the advantages which the corporate form 
possesses. The stockholders are so few and 
so closely associated that they are like a fam- 
ily. Often more literally family corporations 
conduct busioess enterprises. Such corpo- 
rations frequently result from the death of 
the man who established the business and 
dming his lifetime carried it on as his per- 
sonal enterprise. On his death, in order to 
keep the business in the family and provide 
for its management and the distribution of 
profits, it is incorporated. Under such cir- 
cimistances the existing stockholders may 
be able and may prefer to supply any new 
capital needs of the corporation. 

Many corporations cannot appeal to the 
banker for help. No financial organization 
may have been developed to procure capi- 
tal under the special conditions. At the time 
of writing banking organizations are ade- 
quate to supply the financial needs of any 
railroad, electric railway, gas, electric light, 
or hydraulic electrical enterprise which 
economic conditions justify. These are, of 
course, the kinds of business which, as shown 
by the principles developed in the discus- 
sion, in the previous book on Capitaiization, 
of "Trading on the Equity," are, when once 
established, least subject to business risk. 
Our financial organization is also adequate 
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RAISING FUNDS 7 

to procure capital for the larger industrial 
enterprises. Even for these, however, it is 
not as well developed as for the public service 
corporations. Many smaller industrial en- 
terprises, thoroughly justified by economic 
conditions, cannot obtain capital through 
well-organized established channels. It may 
be objected that the amounts involved in 
these smaller enterprises do not justify the 
effort bankers must make to raise the capi- 
tal. Many of tiie costs would be nearly as 
lai^e as for the big capital demands of the 
great corporations. Costs of investigation 
and of advertising in various ways, to make 
the enterprise sufficiently well known to 
command capital, would be disproportion- 
ate to the amount of capital required. The 
banker would have to charge enough for 
his services in such a case as actually to im- 
pose too heavy a burden on the business. 
Bankers, however, have overcome such dif- 
ficulties for the smaller public service en- 
i^rprises, and in the course of time will 
probably devise means for providing cap- 
ital, in spite of the greater business risk, for 
the smaller industrials. Meanwhile those in 
charge of the affairs of these sm^Ier indus- 
trial enterprises must get their capital as 
best they can. Such as they cannot provide 
themselves they must appeal to acquaint- 
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8 CORPORATION FINANCE 

ances for. On a personal appeal men famil- 
iar with the industry of which the partic- 
ular enterprise is a part may see an at- 
tractive opportunity for a commitment of 
capital. So from various sources the man- 
agers of ' the enterprise find the necessary 
capital. 

Family corporations and the small indus- 
trials do not, however, compose the large 
body of corporate enterprises whicii present 
the problem of raising capital we are dis- 
cussing. Generally a corporation which can 
procure capital through the regular chan- 
nels of the hanking houses had better take 
advantage of the opportimity and not at- 
tempt financing itself. 

Under some circumstances, however, a 
corporation that is not a family affair may 
successfully finance itself. Especially if it 
had a surplus and its stock has a market 
value substantially above par, it may, on 
condition of cutting down the surplus, suc- 
cessfully appeal for funds. It may do this 
by taking advantage of the fact of the 
surplus, in connection with the right of 
its shareholders to purchase any additional 
capital stock the corporation may be issu- 
ing for cash. 

We will have to delay at this point to ex- 
plain, for the benefit of those who may not 
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be familiar with them, the various proce- 
dures possible in the issuance of corporate 
stock. The chapter on "Watered Stock" 
in the first volume on Capitcdisatian gave 
some indication of the process of "getting 
stock out" as fully paid on the transfer of 
property to the €»rporati<Hi. Ordinarily the 
incoiporators transfer the property at the 
time of incoiporatian in order "to get the 
stock out," as the phrase is, and put the cor- 
poration in a portion legally to begin busi- 
ness. ( 
The organizers of the corporation may, 
as described in the earlier chapter, distribute 
none or only a part of this stock, to satisfy 
the interests of the various parties to the 
laimching of the corporate enterprise. The 
organizers may have had the stock issued as 
fully paid stock on the transfer of the prop- 
erty only to get the corporation into a better 
strategic position for future financing. If 
that is the case, they will hand back to the 
corporation such part as th^ do not require 
for the purpose of carrying out the bar- 
gain under which it was formed. Stock so 
turned back to the corporation, or "donated " 
as the process is termed, carries the name of 
"treasury stock." Of course the lawyer in 
charge of the incorporation proceedings must 
be careful to comply with all legal require- 
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10 CORPORATION FINANCE 

ments, and must incorporate in some juris- 
diction which enables him to earry the trans- 
action through without jeopardizing the po- 
sition of directors and shareholders. 

To explain the matter more clearly, let us 
consider a supposed situation of a corpora- 
tion which has provided for future finan- 
cial requirements. We will assume that the 
charter of the corporation authorizes $2,000,- 
000 of preferred and $6,000,000 of common 
stock. The organizers had the corporation 
issue and distribute all the preferred stock. 
They had property transferred to the cor- 
poration for which it issued $4,000,000 of 
' common stock. Of this common stock, so 
issued, they had $2,000,000 donated back 
to the corporation. We will assume, too, 
that the corporation has given a mortgage 
under which it may issue $5,000,000 bonds, 
of which it has actually issued and sold 
$1,000,000. The capitalization, then, will 
stand in this way: — 

Capiitdization 
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Let us now also assxime a balance-sheet 
for our corporation. We do not recommend 
this balance-sheet as a model for account- 
ing practice, but present it simply to illus- 
trate certain financial facts: — 

A—eU LiabiOUu 

Comtnon Btock is- 
sued and out- 

ataading $2,000,000 

Fieferred etock is- 
aued and out- 
standing 2,000,000 

Bonds issued and 

outatanding 1,000,000 

8000 Hharea U com- Bills and accounts 

: mon stock held in pftyable 200,000 

; tieasuiy Surplus 800,000 

e£,SOO,000 |fi,SOO,000 

The 2000 shares of common stock which 
have been issued and given back to the cor- 
poration are not, of course, an asset. When 
outstanding they will become a liability rep- 
resented on the assets side by whatever are 
the proceeds of their sale. Rather than be- 
ing placed in the assets column, a notation 
might be made to indicate the situation. 
They do represent a greater freedom of ac- 
tion on the part of the corporation in its 
financing. If the corporation has only au- 
thorized and unissued stock to dispose of, in 
order to raise cash it must get par for that 
stock. It may generally, to be sure, pay a 
reasonable commission for selling it. Even 
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with this limitation the corporation obvi- 
ously must realize a certain minimum on a 
cash sale of any of its authorized but not 
theretofore issued stock. If the corporation, 
however, has some so-called treasury stock, 
it may generally deal with that stock sub- 
stantially as it pleases. Of course the direc- 
tors must obtain a price fair to the corpora- 
tion and otherwise see that the sale does not 
injure existing stockholders. 

Many jurisdictions, both by statute and 
by judicial interpretation, have been making 
it increasingly difficult for the managers of a 
corporation to arrange any way for the cor- 
poration to sell any stock for less Uian par. 
On the other hand, some jurisdictions have 
come to a recognition of the true business 
situation as outlined in the earlier chapter 
on "Watered Stock." Though at the time of 
this writing the idea of "stock without par 
value" has not received much legislative 
recognition, the fact of an increasing num- 
ber of people who appreciate the truth back 
of it gives rise to the expectation that it will 
receive more general legal adoption. The 
difficulty and often impossibility of steering 
a legal course for a corporation to sell stock 
for less than par causes much of the unsound 
capitalization plans. If the stock of a cor- 
poration is not worth par, and yet the di- 
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rectors may not legally arrange for its sale 
at less than par, they must resort to bor- 
rowing, — that is, to the issuance of bonds. 
So the fixed charges become disproportion- 
ate, as explained in the discussion of "Trad- 
ing on the Equity," and endanger the con- 
trol of the shareholders. 

If the corporation has no treasury stock 
at its disposal, it may, nevertheless, not have 
exhausted its authority to issue stock: that 
is, it may not have issued all the stock au- 
thorized by the charter. If it has not, the 
stock not yet issued is called, as we have in- 
dicated, "authorized and imissued stock." 
If the corporation has exhausted its author- 
ity to issue stock, it must procure additional 
authority from the State before it can finance 
itself on stock. Unless the charter permitted 
by the law of the State gives to the corpor- 
ation authonty to sell unissued stock without 
first offering it to stockholders, the directors 
must offer the existing stockholders a right 
to ptirchase, in proportion to their present 
holdings, the stock about to be issued and 
sold. Directors who have treasury stock 
of the corporation available are generally 
not obKged to give existing stockholders a 
chance to purchase ahead of any one else. 
They can come to a fair bargain with bank- 
ers and sell them the treasury stock. As 
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already stated, the price need not be equal 
to par or it may be any price above par. 

Since stock which is merely "authorized 
and unissued" is often called "treasury" 
stock, we need to emphasize the distinction. 
Treasury stock has been issued or "gotten 
out," to use a common phrase, and in some 
way, usually by gift, returned to the corpora- 
tion. That is, the corporation has a right to 
sell the stock for the benefit of the corpora- 
tion. The incorporators can generally get the 
stock issued at the time of incorporation more 
easily than later. Property is being turned 
over to the corporation for which stock can be 
issued in payment. It is agreed that some of 
the stock be given back just in order to aflford 
tiie corporation the greater freedom of action 
in disposing of it. A corporation cannot as a, 
general principle buy back its own stock. 
That would diminish the fund to which 
creditors have a right to look for security. As 
already stated stock received back by the 
corporation cannot be an asset, any more than 
a promissory note bought back by the maker 
before its due date is an asset of the maker. 
Special statutory provisions in some jurisdic- 
tions to some extent modify the general prin- 
ciple that a corporation cannot buy back its 
own stock, but even these are Ukely to amount 
to provisions for a reduction of capital stock 
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and require essentially an amendment of the 
charter. 

When arranging for the issuance and sale 
of unissued stock, the directors must first 
offer the stock to the existing shareholders. 
That requirement would not in itself irk- 
somely restrict the management. But some 
jurisdictions clearly hold that existing stock- 
holders have a right to subscribe, in propor- 
tion to their holdings, to the new stock at 
par. If the stock is worth more than par, 
obviously a sale of new stock at par amounts 
to a partial distribution of surplus. Though 
the management may not consider such a 
course good policy, they cannot help them- 
selves in such jurisdictions on a sale of au- 
thorized and unissued stock. Since the right 
of the existing stockholder to subscribe at 
par for new stock seems in accord with the 
principles of the common law, the manage- 
ment would make the offering at par unless 
in a jurisdiction where statute or judicial 
decision had established another principle. 
Massachusetts, for example, by statute re- 
quires that quasi-public corporations must 
offer any increase in capital stock to their 
shareholders at a price to be determined by 
the Public Service Commissioners of the State. 

This necessity for offering unissued stock 
first to existing shareholders requires that 
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the bankers, if they are called in, handle the 
situation in a special way. It may be that 
the management of the corporation feeb it 
to be important that the funds for which the 
stock is being sold should be assured. They 
may not be willing to take the chance that 
stockholders will supply all of it. Or, if the 
situation is such that they might feel rea- 
sonably confident that the appeal to the 
stockholders would procure all the funds, 
they may wish to have the whole transaction 
handled by those who are expert in the busi- 
ness, and be willing to pay bankers for their 
services. In any event, bankers cannot 
make an absolute purchase of the stock on 
their own account unless they are ready to 
turn round and offer the stock to share- 
holders at the same price the bankers have 
just paid to the corporation for it. If the ' 
stockholders should take it all at this price, 
the bankers have had their labor for noth- 
ing. If the stockholders should not take it 
all, the bankers, in order to get any return 
for their work, would have to offer the rest 
to their clients at a higher price. Since such 
a matter as the price to the stockholders can- 
not be kept secret, obviously the bankers 
would not meet with success in offering the 
stock to their clients at a higher price. 
' , Under such circumstances the corpora- 
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tion, instead of arranging for an immediate 
sale of the stock to the bankers, gets the 
bankers to underwrite the issue. The terms 
''underwrite" and "underwriting," as we 
shall consider in a later discussion, mean 
various things as loosely used in current 
financial talk of the street. Just at this point 
we are using the word in its more nearly 
original sense in the business of insuring. 
The bankers, on the payment of a stipidated 
sum called an "underwriting commission," 
the equivalent in this case of a premium for 
insuring the success of the transaction, agree 
to "take up" or purchase any of the stock 
which the existing stockholders do not buy. 
Or; it may be that the corporation, after 
o£Fering the new stock to its stockholders, 
may make a public offering of the stock. It 
could make a public offering, and prefer the 
apphcations of its own stockholders. In any 
event, the bankers agree to buy at the issue 
price any of the stock or other security which 
the corporation does not succeed in selling, 
^ce the bankers are receiving an under- 
writer's commission for their service as in- 
surers, they can continue to offer the stock 
to their clients at the same price that the 
corporation was asking, and, if they are suc- 
cessful in selling, they will have received 
something for the transaction. 
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To illustrate the situation, suppose the 

corporation wishes to sell $3,000,000 of 
stock. Assume that the stock is of the "au- 
thorized and unissued" class which the cor- 
poration must offer to its stockholders at 
par. Let us assume that the essential facts 
for the purpose of our discussion are these: 
The corporation has assets which on an ap- 
praisal would be given a reproduction value 
of $12,000,000. It has net earnings of 10 
per cent on this value. Since a bond issue 
would only confuse the discussion, we will 
assume that the corporation has no bonds, 
but has a stock issue of only $9,000,000 of 
common stock outstanding of a total of $12,- 
000,000 authorized. We will assimie further 
that the directors estimate that the corpora- 
tion can earn 10 per cent on a further in- 
vestment of $3,000,000, and that they con- 
sider the investment desirable for the better 
protection of the capital already committed 
to the enterprise. Stating these facts in 
tabular form in order to have them more 
cleaxly before us: — 



Beproduction value c4 Stoc^ outabutd- 

plont and other oMeto 918.000,000 tag (9,000,000 

(912,000,000 authorized) 
Net eamingB (1,200,000; or, the cop- 
pcntiion u earniDB 13) per cent ■» the 
outstanding stock. 
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Let US assume that the stock is selling at 
133, or approximately a value of $10 for 
each one per cent of earnings. 

Now let us assume that the corporation 
arranges to sell $3,000,000 of stock at par, 
that tiie proceeds will be advantageously 
expended on the capital account of the cor- 
poration, and that the corporation will be 
able to increase its net earnings by the 
amount of 10 per cent on the new assets. 
The statement will then change to this form: 

AtuU Lialraitim 

BeprodncUon value of Stock outstAiid- 

pLut Uld othra aneta $16,000,000 iag $12,000,000 

Net eaminsa 91,S00,0O0, or, the ax- 
poration will be eaniiiig 18} pei cent on 
iti capital stock- 
Obviously, under these circumstances the 
stock of the corporation, after the issuance 
of the new stock, will not be worth quite so 
much as before. Though in the case we have 
assumed, the issuance of the new stock will 
not make a great difference, it will, never- 
theless, make a measurable change. If the 
estimates prove correct, net earnings on 
outstanding stock will decline five sixths of 
one per cent. We have placed a theoretical 
value on the stock for purposes of our dis- 
cussion of $10 for each one per cent of net 
earnings on the stock. On that basis the 
stock, after the new stock is issued, should 
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be worth approximately $8.33 less a share 
than it is worth now. 

Clearly this result must follow any issu- 
ance of new stock sold at par whenever the 
corporation has a real surplus, unless the 
corporation can increase its rate of earnings 
by reason of the new capital. It may be that 
the new capital will enable the making of 
improvements that will increase the per cent 
of net income the corporation can earn on 
capital invested in the enterprise. If it is 
anticipated that such a result will follow, of 
course the value of the stock will not decline 
with the new issuance. Unless the rate of 
earnings will increase, any issuance at par 
of new stock of a corporation with an actual 
surplus must mean a reduction of the amount 
of surplus to each share of stock outstand- 
ing, or of the total assets for each share with 
which the corporation can earn an income 
return for that share. In the case we have 
just assumed, the capital and surplus for 
each share, as measured by the appraisal 
of the assets on a reproduction basis, 
amoimted to $133^ per share, and, after the 
issuance of the new stock, capital and sur- 
plus for each share amoimt to $125. It hap- 
pens that in the problem we have taken, 
the ratio of assets and the ratio of earnings 
remains the same. This would not always 
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be the case. Regularly the market price of 
the stock would be based on net earnings 
rather than on assets, and assets taken into 
consideration primarily as indicating some- 
thing of the probable continuance of earn- 
ings. Though all our discussion about the 
effect of the new issue, so far as determining 
exact prices of the stock is concerned, is 
highly theoretical, probably actual results 
tmder similar conditions would approximate 
our entirely theoretical results. 

Under such circiunstances as we have dis- 
cussed the corporation can readily obtain 
new capital on an appeal to its own stock- 
holders. The corporation can finance itself. 
Acting in accordance with the principles we 
developed in our discussion of "Trading on 
the Equity," it may prefer to borrow the new 
capital it desires. In that event it will ar- 
range for an issue of bonds instead of plan- 
ning to issue more stock. Such circiunstances 
as we have described, however, of a sub- 
stantial surplus, and an income which tends 
to show that the surplus is not just a matter 
of bookkeeping, but causes the stock to sell 
at a considerable premium, do not compel 
the corporation to resort to borrowing be- 
cause it cannot legally obtain capital in- 
creases in any other way. Let us consider 
how an appeal to the stockholders for new 
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capital could be made, and the way it would 
work out. 

Assume that our corporation has an- 
nounced its intention of raising new capital by 
oflfermg to its stockholders at par $3,000,000 
of its authorized and unissued stock. Note 
that the present issued capital stock amounts 
to $9,000,000. An mcrease of $3,000,000, 
under the legal principles we have stated, 
whereby a stockholder has a right to sub- 
scribe to new stock in proportion to his 
present holdings, would give the holder of 
three shares of Uie old stock a right to sub- 
scribe to one share of tiie new. Or, a holder 
of one share of the old has a right to one third 
of a share of the new. Though the holder of 
a single share of the old stock cannot get an 
actual fraction of a share of stock, the right 
to a third of a share cannot be taken away 
from him. This reads like a paradox. We 
mean that the holder of a sinj^e share has 
the right either to sell his right to subscribe 
for the new stock, or to purchase the rights 
of the holders of two other shares, and in this 
way complete his power to demand a share 
of the new stock. This is what is meant by 
a "right" when the term is used in speaking 
of the offering of new stock to the existing 
body of stockholders. 

Directors of the corporation announce that 



DD. zed by Google 



RAISING FUNDS 23 

stockholders of record of a stated day will 
have the right to subscribe for the new stock 
in the proportion of one share of the new for 
three shares of the old. This announcement 
— at least, that part of it which says "stock- 
holders of record of day of " — 

bears some resemblance to a declaration of 
a dividend. As we shall see, the transaction 
resembles a declaration of dividends in more 
respects than just its language. Through 
these "rights" the stockholders are about 
to get an immediate distribution of surplus 
in a way that amounts to an extra dividend. 
We have assumed that the old stock is sell- 
ing at about 133 and that after the increase 
the stock of the corporation will be worth 
about 125. On this basis a man ownmg three 
of the old shares has the right, on paying 
$100, to buy a share of stock which will have 
a market value of $135. Since a single 
*'right" — that is, the interest of one share 
of the old stock in the issuance of the new — 
may be bought and sold, obviously the value 
of this right equals one third of the $25 
which the holder of three shares may re- 
alize on exercising his right to subscribe. 
Or, to state the situation briefly, each right 
has a value of $8.33. For the sake of clear- 
ness let us show the transaction in tabular 
form: — 
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Total stodc oubrtanding 99.000,000 

Amount to be issued 3,000,000 

Bight: — three of old to subscribe for one of new 1 ;' 

Market value of new atock 9125.00 

SubscripUon price for new stock 100.00 

Value of subscription rights of three 

shares of old stock 25.00 

Value of right 8.S9 

It is not to be assumed that these values 
all settle themselves in the precisely accur- 
ate mathematical mamier indicated. Prob- 
ably the price of the old stock fluctuates a 
good deal in anticipation of the announce- 
ment of the forthcoming rights. Though we 
have taken too small a corporation for our 
discussion to represent a reasonably typical 
issue of stock listed on the New York Stock 
Exchange, the results come to the same thing 
as if we had multiplied the amoxmts of old 
and new stock by three or four to present 
an issue of Stock Exchange size. Dealings 
in rights will begin immediately on the an- 
nouncement that they will be given. The 
corporation will issue, to stockholders of 
record of the day stated, certificates repre- 
senting the rights, and these certificates will 
be handled in just the same way as the certi- 
ficates of shares of stock themselves. 

So by making this appeal to and through 
its own stockholders, a corporation with a 
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real surplus, part of which its managers are 
willing to distribute and have represented 
as capital stock rather than as surplus, can 
raise new capital without resorting to the 
bankers. Instead of increasing its capital 
stock the corporation may even borrow in 
thb way by offering bonds to its own ^lare- 
holders at something less than their actual 
market value. Presumably the corporation 
has a perfect right to do this so long as it 
gives to each stockholder the right to sub- 
scribe in the manner just outlined, and pro- 
vided it is not by so doing impairing the 
capitxil of the corporation. 

If the stock of the corporation is selling 
only a little above par the situation offers 
less assurance that the corporation will be 
able to raise new capital by an appeal to its 
own stockholders. Issuance of new stock 
may reduce the market value of the stock to 
a point where a general decline in the market 
may carry the price to par or below. To il- 
lustrate this situation, assimie a corporation 
with — 

Stodc outstutdbg 985,000,000 

To be issued fi.OOO.OOO 

Ifaiket price for old stoci 103 

To cut our computation short by using the 
market estimate of values, the capital and 
surplus of the corporation has a value, on 
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the market price of the stock at 105, of $26,- 
250,000. On reahzing par for the $5,000,000 
new stock, the capitsd and surplus of the 
corporation will have a value of $31,250,000, 
But the corporation now has 300,000 shares 
of stock, so each share should be worth 
approximately 104. At this price the rights 
would be worth only 80 cents. On a decline 
of two points in the market for the stock, 
they would have a value of only 40 cents. 
Unless one owned a considerable number of 
shares this is hardly a suflBcient inducement 
to put through the transaction in order to 
realize on it. With a price only four points 
above par a very small general decline in 
prices would wipe the premium out entirely 
and carry the quotation below par. Of course 
no one would pay the corporation par for 
stock which can be bought on the market 
at less than par. A situation like this, with 
so narrow a range of safety in the market, 
perhaps hardly affords a sound enough basis 
for a banker to underwrite the new issue of 
stock. Certainly, if the raising of the new 
funds were of great importance to the cor- 
poration, it could not safely rely on procur- 
ing them from stockholders witiiout getting 
the banker's insurance. 

We have dwelt at some length on the prin- 
ciples imderlying an estimate of the value 
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of the stock of a corporation after a declara- 
tion of rights. Of course in practice the mat- 
ter is taken care of by the market estimate. 
We are assuming now a stock with an active 
market. When the corporation announces 
its new issue and the right of shareholders 
to subscribe at the terms offered, dealing in 
the rights will begin immediately. Assume 
our former case, in which we estimated the 
value of the rights at $8.33. The market will 
probably place an estimate on the value of 
the rights at about that point, and the mar- 
ket value so estimated will indicate at what 
price the stock will sell when it goes ex-rights. 
When the stock goes ex-rights the corpora- 
tion will issue certificates to the stockholders 
of record at the designated time. Up to that 
time trading in the rights will be for delivery 
when issued, and the price of the rights will 
approximately indicate the quotation on the 
stock when it goes ex-rights. 

The price of the rights may not be exactly 
their value computed in terms of the price 
of the stock. It is likely to run a little less. 
Otherwise a stockholder desiring to sell his 
rights would not afford a purchaser a good 
bargain. The purchaser might just as well 
buy the stock without taking the trouble to 
buy the rights first. Rights are likely to sell 
at a point that will give an opportunity for 
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a possible arbitraging between the quotation 
on rights and the quotation on stock. If, 
for example, the rights we have been dis- 
cussing, which entitle the holder of record 
of three shares of the oM stock to subscribe 
for one share of the new at 100, were quoted 
at 7.75, and the stock were selling ex-rights 
at 125, they would afford an opportunity 
for a successful arbitrage transaction. 

Under the stated circumstances let us sup- 
pose a speculator has been able to pick up 
300 rights at an average price of $7.75, and 
the quotation on the stock remains at 125, 
He can assure his profit on the transaction 
by selling 100 shares short at 125. At the 
designated time he can present his certifi- 
cates for rights to the corporation and get a, 
certificate for 100 shares on the payment of 
$10,000. Let us see how he has come out on 
his transaction: — 

Coat of SOO rights at 7.75 tS.SM.OO 

Cost of 100 flhares at 100 10,000.00 

Cost of Commission on short sale 19^9 

Costsr H2,237J0 

Realized on short sale of 100 shares at 

125 »1«,600.0I) 

Less costs of transaction 12,237^0 

Profit on transaction 9iSi.B0 

These figures are ^ven simply for clear- 



Do. zea by Google 



RAISING FUNDS «) 

ness of illustration. Probably the rights 
would not sell low enough to make such a 
profit possible. The costs include something 
more lian those stated — as the transfer tax 
and interest on the $2225 capital tied up in 
the rights during the interval before the cer- 
tificate could be obtained on the subscription 
from the corporation. Some speculative risk 
would be involved, diiring the time required 
to pick up the rights, of the quotation of the 
stock declining or the price of the rights go* 
ing up before enough were acquired to com- 
plete the transaction. 

It should be mentioned that though in the 
New York market a right is that interest 
in the new stock which belongs to one share 
of the old, in some markets the term is used 
as meaning that interest in tibe new stock 
which entitles one to subscribe to one share. 

Stockholders usually greet with pleasure 
an announcement of forthcoming rights. So 
far as the offering of the rights may indicate 
the opinion of the directors that the corpora- 
tion may now distribute its earnings a little 
more freely, it affords a proper basis for self- 
congratulation on the part of the stock- 
holder. But of course the corporation cannot 
lift itself financially by its own boot-straps. 
If the directors have been declaring divi- 
dends at the rate of 8 per cent per annum 
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and are likely to continue an 8 per cent rate 
on the new stock, the stockholders are get- 
ting greater immediate benefits from their 
holdings. Before the issuance of the new 
stock the corporation was earning, we as- 
sumed, IS^ per cent on the outstanding 
stock. On an 8 per cent dividend rate, they 
were carrying 5^ per cent to surplus. After 
the issuance of the new stock to stockholders 
at par, we assumed that the corporation 
earns 1^ per cent on the stock outstanding. 
Now on an 8 per cent dividend the directors 
will be carrying 4^^ per cent to sinrplus. What 
constitutes proper surplus provision depends, 
of course, on the nature of the business. As- 
suming that 4^ per cent on the amount of 
stock outstanding in this case makes ample 
provision for surplus, then the giving of 
rights has resulted in benefit to the stock- 
holder. A present payment is of greater 
worth than one deferred. The offering of 
the rights raises a presumption in the mind 
of the stockholder that the dividend rate 
will not be cut, and that he will get the 
benefit of this immediate greater distribu- 
tion. 

If the management should be in a legal 
position to sell the stock at a premium so 
that they could obtain the full market value 
for it, they could treat the stockholder just 
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as well as under the plan of offering rights. 
To give the same results in an increased dis- 
tribution they would have to increase the 
dividend rate, and an offering of new stock 
at the premium would raise no such presump- 
tion of increased distribution as an offering 
of rights. Market considerations, however, 
may favor the offering of rights rather than 
the sale at a premium. Distribution of the 
new stock by means of rights probably ab- 
sorbs much of the shock of throwing a large 
block of new stock on the market. If the 
old stock were selling at 133, it is improb- 
able that the new stock could be sold at that 
price. Even though the stock of the corpora- 
tion would be worth just as much if the cor- 
poration should realize 133 for the new stock 
and could continue, as we assume, to make 
as large returns from new capital in the en- 
terprise as on the old, still the sudden large 
increase in the market supply would depress 
the market priceYln the case of the rights 
the expectation of the increased distribu- 
tion of earnings acts as an offset to the de- 
pres^g influence of the increase in the sup- 
ply of stock in the market. Probably, too, 
more stockholders, rather than selling the 
rights, actually purchase the new stock on 
a granting of rights than would purchase 
at a premium that would represent the full 
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market value. So the offering of the nghts 
probably in this way widens the demand. 

Aside from these market and psychologi- 
cal considerations, theoretically the results 
should be the same in the long run whether 
the corporation ^ves its stockholders rights 
or sells at the full obtainable price. Assume 
in the case of our corporation that the direc- 
tors were able to sell the stock at 133, the 
same price as that of the old stock. The sale 
of $3,000,000 of par value would then realize 
$3,990,000. If the corporation, as before, 
earns 10 per cent on the capital committed 
to the enterprise, net earnings will now in- 
crease by $399,000, from $1,200,000 to $1,- 
599,000, or 13^ per cent on the $12,000,000 
of stock now outstanding. Theoretically 
the stockholder would be a little better off 
in this case than in the distribution of rights. 
According to our earUer calculation, if the 
corporation received par for its new stock, 
net earnings on the total stock would be 
laj per cent. The corporation could carry 
4} per cent to surplus and distribute 8 per 
cent. If the corporation could sell all the 
new stock at 133, it would, as just stated, be 
making 13^ per cent on its total stock. It 
cotild carry 4^ per cent to surplus and dis- 
tribute 8.83J per cent to stockholders. A 
stockholder owning four shares of stock and 
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puTchMng a fifth at 100 would have five 
shares on which he would be receiving an 
annual income of $40. If he should purchase 
one of the new shares at 133, he would, under 
the conditions assumed, have five shares from 
which he would have an annual income of 
$44.16|-. This would be a difference amount- 
ing to 1^ per cent on his extra investment 
of $33. This is really, however, at the ex- 
pense of the surplus of the corporation, be- 
cause the 4^ per cent on the stock carried to 
the smrplus account is $540,000, but in the 
latter case it is on greater assets and there- 
fore really a smaller sm^lus reserve. 

Highly theoretical considerations of this 
kind, however, have little value, and we 
have not attempted, in the discussion at this 
point, to do much more than bring out that 
fact. The legal situations discussed are usu- 
ally controlling, and if they should not be con- 
trolling market considerations would govern 
the decision of the directors as to the method 
of placing the new stock on the market. 

Question may arise in the mind of some 
one about the rights of preferred stock- 
holders to participate in a distribution of 
new stock. The New York courts, at least, 
have held that when preferred stock is en- 
titled to cumulative dividends at a fixed rate 
and to preference in the distribution of assets. 
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and to no further dividend or distribution, 
and the preferred dividends are paid and 
the capital of the corporation unimpaLred, 
the corporation is not obliged to allow pre- 
ferred stockholders to subscribe to the new 
stock. It hardly needs saying that tiie holders 
of convertible bonds do not have a right to 
subscribe to new stock. The stockholder's 
legal right to subscribe is limited to new stock 
sold for cash. The presumptive right of the 
stockholder does not apply to an issue of stock 
in payment for property. 

The discussion set out in this chapter has 
sought to bring out the possibility of a 
corporation financing new capital require- 
ments by an appeal to its own stockholders 
and to ^ow the considerations surrounding 
that possibility. Incidentally have been 
mentioned as briefly as possible some legal 
considerations governing the issuance of new 
stock, which indicate that the directors of a 
corporation, when they contemplate financ- 
ing on new stock, may not have a free hand 
to do whatever they might consider most 
desirable as a financial expedient. Questions 
arise which are matters of grave considera- 
tion for the lawyers in charge of the legal side 
of the new issuance, and involve careful 
scrutiny of the statutes and decisions of the 
particidar jurisdictions involved. 
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BAISENQ FUNDS THROUGH THE 
BANKING HOUSBS 

In the preceding chapter, "Raising Funds 
for the Capital Account through an Appeal 
to the Stockholder," were mentioned two 
reasons why corporations, if they can, gen- 
erally resort to the banking houses to raise 
new funds for the capital account. It pointed 
out that corporations are not equipped to do 
this work, which is never more than occa- 
sional in character, and that they ought not 
to take the risk of failure to raise the required 
amount of. funds, if they can avoid it. We 
should add as a further and important rea- 
son the professional character of the banker 
and his ability to give expert advice in finan- 
cial matters. It is the business of the banker 
to know the market, to know what kind of 
securities will be most acceptable to it at a 
given time. Are capitalists at the moment 
speculatively inclined? If so the time may 
be opportime for an issue of stock rather than 
for an underlying security. Or do capitalists 
show a conservative tendency and a prefer- 
ence for the promise of interest rather than 
for a hope or expectation of dividends? Are 
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interest rates high or low? If the corporation 
is to finance on an underlying security, should 
it run for a short or for a long term? On all 
these matters, discussed in the first volume 
in the chapter on "The Market and the 
Price," the banker is an expert, and if the 
corporation were to undertake the work of 
raising funds directly it would find it hi^ly 
advantageous to seek the banker for profes- 
sional advice. On all such matters as those 
discussed in the chapter on "Form of Securi- 
ties," the corporation needs the advice of the 
banker. 

Just how does the corporation establish 
its relations with the banker? It is difficult 
to generalize, v Sometimes the banking house 
was interested in the enterprise at the time 
of its promotion. The chapter in the first 
volume which discusses "Watered Stock" 
indicates something of the nature of this 
relationship. Some banking houses refuse, 
under any circumstances, to be interested in 
enterprises in the promotion stage. Others 
will, very rarely, concern themselves with 
a promotion. Some organizations, partly 
banking and partly engineering in charac- 
ter, are rather frequently interested either 
in the promotion of a new enterprise or in 
such a reconstruction as amounts essentially 
to a promotion. 
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A banking house which takes the position 
of a promoter does not appear publicly in 
its banking house capacity as a promoter, 
or as in any way interested in an enterprise 
in its promotion stage. When the enter- 
prise has demonstrated an earning power 
through actual operation, the banker may 
appear publicly as identified with the under- 
taking. We are interested at this point, 
however, in the banker as promoter only 
as showing one of the ways in which the re- 
lationship of banker to a corporation may 
originate. 

If the corporation went throu^ its pro- 
motion period without any banker, and its 
organizers raised the necessary capital as 
best they could among themselves and their 
friends and such capitalists as they might 
reach, later, when it needed to make an addi- 
tion to tiie capital account from funds raised 
from sources outside itself, presxmaably the 
officers sought a banking house that would 
undertake to provide the funds. Usually 
bankers have a number of such opportuni- 
ties pressing on their attention all the time, 
and the officers of the corporation may have 
to visit a nxmiber of bankers before they find 
one ready to undertake the financing re- 
qtiired. A rejection of the proposal may not 
in the least indicate an imfavorable criti- 
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cism of the financing. Commitments of the 
banking house already made may sufficiently 
tie up the capital of the house and require 
the entire attention of the bankers. 

Though people are familiar with the term 
"banker," as applied to these organizations 
for arranging long-time or relatively long- 
time commitments of capital, people are 
not generally familiar with the working of 
^ese banking bouses. Bankers of the kind 
we are speaking of are termed "investment 
bankers" to distinguish them from commer- 
cial banks and bankers. Such investment 
bankers are engaged in financing relatively 
fixed capital; commercial bankers properly 
finance only circulating capital or capital in 
the course of consumption. People sometimes 
designate "investment bankers" as "private 
bankers/* partly because they are not dealing 
with the public as generally as are the com- 
mercial banks, and partly*because they more 
frequently do not incorporate, but do busi- 
ness aa individuals and firms. Since in many 
of our States individuals and firms engaging in 
a commercial banking business, without tak- 
ing out charters as national or state banks, 
are termed "private bankers," the term "pri- 
vate bankers," as applied to those people who 
finance relatively permanent capital, is not 
exclusive, besides not being as descriptive as 
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the term "investment banker." We use the 
term "banking house" in speaking of in- 
vestment bankers rather than the term 
*'bank," which we limit in our use to an 
organization acting under a charter, or at 
, least to an organization which takes deposits. 

Generally these banking houses are not 
incorporated. Though some have been in- 
corporated in recent years, there is no no- 
ticeable tendency in the direction of incor- 
poration. Usually partnerships of varying 
size, ranging from two to fifteen or sixteen 
partners, carry on the business. Some banks, 
more especially trust companies, have in- 
vestment or bond departments which do the 
work of investment banking houses in every 
respect. 

These banking houses vary a great deal in 
the range of work they undertake. Some oc- 
cupy themselves exclusively, or almost exclu- 
sively, with municipal finance. Though they 
may get into other fields, they are likely to do 
so as brokers, or as a result of trading, or to 
carry some other kinds of securities to satisfy 
the needs of their clients. Such houses do 
not especially concern us. Other houses 
make the financing of ^public-service cor- 
porations, other than steam railroads, their 
principal interest. Even in the field of pub- 
lic utilities houses may speciahze, as in the 
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securities of gas, or of electric light and power 
corporations, or in the securities of street 
railway corporations. 

While speaking of hoxtses chiefly interested 
in the financing of public service corpora- 
tions, we should especially mention certain 
organizations which*carry on together the 
work of engineering and operating concerns 
and financing houses. They both operate 
and supply the funds for the corporations 
they are interested in. Sometimes they orig- 
inally did the engineering work for the con- 
struction of the corporations. Though such 
oi^anizations are not numerous they are im- 
portant. By reason of special skill and ability 
in their chosen fields they effect economies 
in operation and construction. They pur- 
chase plants which have not proved profit- 
able under the existing management and 
through their special skill turn them into 
profitable enterprises. Through the magni- 
tude of their operations they can also effect 
economies in the purchase of supplies. Such 
f;n^Ti gfrin ff-^«.n Icin g nr frani nations spe(j^alize 
in the fiel d of pub lic utilities more than do 
bankers who are not also engineers. A house 
of engineering bankers confines itself to gas 
plants or to electric light properties or to 
street railways. 
' Other banking houses concern themselves 
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especially with financing the ^t;^m lailroads. 
Only two or three have the necessary capital 
and financial connections to handle the larg- 
est issues of railroad securities. Railroads, 
however, often have smaller issues, as for 
the construction of branch lines or for the 
purchase of equipment, within the financial 
ability of ten or a dozen other houses, and 
commonly these other houses get the financ- 
ing of such issues. Many houses which do 
not act directly as bankers for railroads, or 
seldom do so, still make railroad financing 
tiieir principal interest by participating in 
underwriting transactions and acting as dis- 
tributors of the securities. A good many 
banking houses have refused to go outside 
of these fields. They take the general ground 
that only a municipal bond, secured by the 
taxing power of some governmental agency, 
or a bond of a railway or other pubUc ser- 
vice corporation, with its relative stability 
of earning power as pointed out in the chap- 
ter on "Trading on the Equity" in the first 
volmue, i^ord the proper basis for safety. 
Further, under modem conditions these en- 
terprises are relatively non-competitive. In 
spite of franchise difficulties they do not lie 
as open to attacks tending to a rapid de- 
struction of values. Hence, that especially 
indeterminate element, the quality of the 
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management, though very important, does 
not assume the relative importance in a rail- 
road or other public service enterprise as in 
an industrial undertaking. The general class 
of public service business makes it more 
subject to analysis and to the deduction of 
general principles than is the case with an in- 
dustrial enterprise. Therefore the banker can 
formulate and apply tests from e^>erience 
with a greater assurance that his judgment 
is sound. For these reasons many banking 
houses interested in the financing of corpora- 
tions have refused to go outside of the public 
utility field. There is no reason why a bank- 
ing house, recognizing the Uability of indus- 
trial corporations to greater fiuctuations in 
earnings, and in other ways the greater busi- 
ness risks involved, shoxUd not undertake 
the financing of industrial enterprises, and 
many do. 

Besides differing in tie kinds of corpora- 
tion financing they undertake, these houses 
differ in other respects. Some take deposits 
from clients who purchase securities from 
them and from corporations for which they 
supply the funds for the capital account. 
Ordinarily these deposits, from the nature 
of the business, are individually of consid- 
erable size, and the banking house is other- 
wise not taking the place of a commercial 
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bank or a savings bank. A few of the bank- 
ing houses have foreign exchange depart- 
ments and, with respect to foreign trade 
transactions, conduct a banking business 
concerned only with the financing of com- 
modities in the course of consumption. 

Banking houses differ in the way they 
conduct their business as well as in the kinds 
of corporations they finance. Some do essen- 
tially a wholesale business. They assume 
the responsibility to the corporation, but, 
to a considerable extent, reach the ultimate 
consumer through some intermediary bank- 
ing house. We will discuss the general man- 
ner in which they do this in a subsequent 
chapter on the syndicate operations of joint 
accounts and underwritings. Some houses 
take a larger part in the active trading on 
the street than other houses, to some extent 
speculate in bonds, and generally pay special 
attention to the needs of capitalists and 
financial institutions. To whatever extent 
these houses may act as distributors to the 
final consumer, the capitalists who ulti- 
mately supply the fxmds to the corporations, 
they usually initiate some of tiie business 
they do: that is, they are the only interme- 
diary between the borrower and the lender. 
Though sometimes the only business they 
initiate is mimicipal, usually, if they really 
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enter the field of corporation finance at all, 
they finance directly the issues of the rela- 
tively smaller corporations and come in with 
the wholesalers on syndicate operations in 
the issues of the larger corporations. 

From time to time some one expresses an 
unfavorable criticism of the profits made by 
investment bankers. Before proceeding to 
discuss this directly, let us consider the gen- 
eral nature of the business. Banking houses 
should be differentiated from brokerage 
houses. To use the language of the street, 
an investment banker deals on his own ac- 
cotmt, a broker deals only as agent. That is 
to say, an investment banker assumes the 
position of a merchant and buys and owns 
the securities he sells. In this respect he 
conducts his business like any merchant who 
keeps a stock of goods and counts on mak- 
ing a profit on the turnover. London offi- 
cially classifies investment bankers as 'mer- 
chants and not as bankers. Though it is 
easy to make the analogy of the investment 
banker with a merchant carrying a stock of 
goods of securities, the analogy is not closely 
accurate. Though securities in their mar- 
keting possess many of the characteristics 
of goods in the process of consumption, they 
are not, of course, commodities in the same 
sense as are wheat and cotton. As a mer- 
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chant, the investment banker is more strictly 
like a buyer who goes round among many 
sheep-growers and buys wool in relatively 
small quantities, which in turn he sells to a 
few manufacturing concerns. So the invest- 
ment banker buys capital from the grower, 
the capitalist who has accumulated savings, 
and sells the capital to the corporation. But 
the investment banker sells "short." He 
has already sold capital to the corporation 
in return for the corporation's credit, and 
has borrowed most of the capital to put with 
a Uttle of his own to make delivery. He then 
proceeds to cover on his short sale of capital 
by buying from the capitalist with the credit 
with which the corporation paid for the 
capital from the banker. In using the word 
"credit" here, we do not confine it to its 
strict meaning of promise or obligation of 
the corporation, but include an interest in 
the corporation which may be represented 
by stock. From whatever angle we choose 
to view the business, the essential and im- 
portant fact is that the investment banker 
assumes the risk of the transaction. Since 
the business is one of credit, which probably 
is more sensitive and fluctuates more widely 
and more quickly than any commodity 
prices, the assumption of risk in selling and 
buying capital, or buying and selling credit. 



DD. zed by Google 



46 CORPORATION FINANCE 

whichever way one chooses to look at the 
matter, means the assumption of a greater 
burden than that of the merchandising of 
ordinary commodities. A little later, when 
we are considering the amount of bankers' 
profits, we must keep in mind this fact of 
the assumption of risk. A broker, on the 
other hand, simply acts as intermediary be- 
tween the buyer and seller for a commission 
and does not assume any risk of the market. 
The total nxunber of banking houses of 
this kind in the United States is not great. 
Of about 4000 offices, at the time of writing, 
in some way dealing in securities, practically 
all are brokerage offices of one kind or an- 
other. The membership of the Investment 
Bankers* Association of America includes 
most of the banking houses eligible for mem- 
bership. Financial qualifications for mem- 
bership are that the applicant shall be en- 
gaged in buying and selling securities on its 
own account and shall have a capital of at 
least $50,000 engaged in this business. With 
a capital of less than $50,000 a banking 
house could hardly enter the field of corpora- 
tion finance ill any way to deal directly with 
the corporation. At the time of writing the 
membership of the Association comprises 
340 main offices and 176 branch offices of 
these houses. Practically the entire organ- 
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ized business of financing the capital ac- 
count of our corporations centers in these 
houses. The total number of branch offices 
is undoubtedly much greater. The branch 
offices listed as members have, most of them, 
considerable autonomy in managing their 
affairs. 

Probably most readers will be surprised 
that the amount of capital necessary to 
qualify for membership in the Investment 
Bankers' Association is so small rather than 
that it is so large. People are likely to as- 
sume from the magnitude of the transactions 
xmdertaken that the business must require 
the banking house to have a large capital. 
But the business does not require a large 
capital tied up in plant like a manufacturing 
organization. The investment banker is en- 
gaged in dealing in credit and requires capi- 
tal only as an assistance in commanding 
credit. When the banker supplies the cor- 
poration with capital, he receives the cor- 
poration's securities at the same time. How 
much of the capital the banking house must 
advance itself and how much it can borrow 
on the transaction depend on the nature of 
the securities, the position, senior or junior, 
that they occupy in the corporation's plan 
of capitalization, and, especially, whether 
tiiey are of a kind to command a relatively 
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quick and close market. Depending on these 
conditions the banker can borrow from 50 
to 90 per cent of the money necessary to 
complete the transaction of purchasing the 
securities from the corporation. Though 
the loan will rarely be so small, in actual 
practice, as 50 per cent, the lender produces 
the same effect by insisting on mixed collat- 
eral and by accepting only a percentage of 
slow and wide market securities as collateral 
for a loan. 

A reader entirely unfamihar with finan- 
cial transactions may wonder where the in- 
vestment banker borrows the money. He 
borrows at any national bank, state bank, 
or trust company ready to imdertake the 
business. Since the banks located in the 
financial districts naturally get the business 
of the dealers in securities, they come to be 
known as "financial banks." Instead of 
financing commodities in the coui^e of con- 
sumption, they are, so to speak, financing 
securities in the course of consumption; that 
is, in the process of sale to the capitalists 
who commit their funds to the enterprise 
of the corporation issuing the securities. 
The bank in making the loan primarily con- 
siders the marketability of the securities put 
up as collateral. It is of the first importance 
to the bank that its loans should be liquid. 
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That is why, from the standpoint of a bank, 
it engages in the business of financing com- 
modities in the course of consumption. As 
the commodities pass from one stage to an- 
other of the process of consumption, of mar- 
keting and use, the loans fall due and are re- 
paid. If the bank can get an equally Uquid 
loan in any other way it is just as good bank- 
ing for it to do so. One danger Ues in loaning 
on securities. Prices for the securities are 
very sensitive to credit and other market 
conditions and vary widely with general 
business conditions. Security prices fluctu- 
ate more widely than commodity prices. 
Panic conditions may make them not liquid 
at aU. If the bank, however, takes as col- 
lateral securities with a quick market and 
watches the changes in price, it engages in 
thoroughly sound banking. The market- 
abihty of securities, however, varies widely, 
and ordinarily a bank would not require 
that all of its collateral for loans should have 
as quick a market as the most active stock 
exchange securities. The investment banker 
knows that he will have no difficulty in 
getting a loan on his active collateral. He 
wants to get accepted as collateral as many 
of his inactive securities as possible. Neces- 
sarily the investment banker must get some 
of his collateral released from time to time 
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as he proceeds with the sale of the securities, 
and substitute other securities in the place 
of those released. He may endeavor to get 
less active collateral accepted on these sub- 
stitutions. If he meets with any success, the 
process is known by the expressive term of 
"milking the collateral." 

The amount the bank will advance on ihe 
security of given collateral depends on tiie 
marketability of the collateral just dis- 
cussed and on the possible or probable range 
of fluctuation in the market price. A bank 
would probably make a larger loan on the 
security of a good municipal bond than it 
would on the security of most very active 
high-grade railroad bonds. Though the mu- 
nicipal bond would not have as active a mar- 
ket as the railroad bond, the probable range 
of price fluctuation within a short time is not 
so great. In the same way a bank would not 
loan as much on stock collateral with the 
most active stock exchange market as it 
would on a well-swured bond with a good 
but much less active market. A bank might 
loan as much as 95 per cent of the market 
value of the very best municipal bonds and 
as much as 90 per cent of the market value of 
high-grade active railroad bonds, when it 
would not loan more than 75 per cent of the 
market value of an active stock. A bank 
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which makes a business of loaning on finan- 
cial collateral of this kind must, of course, 
keep m the closest possible touch with the 
market for securities and watch the fluctua- 
tions in prices and their bearing on the loans 
of the institution. 

We can now taJce up directly the state- 
ments of those who criticize the size of bank- 
ers' profits and who declare that they are 
an unwarranted charge on the community. 
Usually the critic accompanies his criticism 
with tlie advice that the corporations should 
seek their capital directly from the capitalist 
and cut out the bankmg-house middleman 
and its profits. We have already mentioned 
several reasons why the corporations are 
not successful when they attempt to do this, 
and have shown under what circumstances a 
corporation can, on appealing to its stock- 
holders, get directly to the capitalist. Let us 
examine this charge of undue profits to the 
investment banker. 

Such critics charge investment bankers 
with making a profit of two and a half per 
cent and sometimes as much as five or ten 
per cent. It is true that the difference be- 
tween the price the banker pays for the se- 
curities and the price at which he expects 
to sell them does range from about one per 
cent to the hi^er figure charged against 
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them. The banking house bases its purchase 
price on its estimate of what it can sell the 
seciirities for. When the banker has decided 
on what price he can probably get for the se- 
curities, he offers the issuer a price of one 
point or more below this. The amount of dif- 
ference he makes between his anticipated sell- 
ing price and the price he offers to the issuer, 
he bases on the length of time the securities 
have to run, market conditions, and the 
probable amount of expense and labor in- 
volved in selling them. He can afford to 
make a smaller gross profit on short-time 
securities, not only because ordinarily th^ 
are easier to sell, but also because when they 
fall due he may have a chance to reinvest 
the fund and make another profit. Jttarket 
conditions will influence him because, iftEey 
are stable, the transaction does not involve 
aa much risk as when they are unstable; 
there is less chance that changing financial 
conditions will force him to sell at a lower 
price than he paid. If current i nterest rate s 
are high, he will also have to take into con- 
sideration the possibility of loss on the in- 
terest account. Most of aU, the probable 
d iffic^il ty of ffpUipg the securities will influ- 
ence him. If they are of the kind which, how- 
ever seciu«, will require a large amount of 
personal effort and consequentiy, under the 
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most favorable conditions, can be disposed 
of only from day to day over a considerable 
period of time, the banker will have to esti- 
mate a charge for the cost of selling, includ- 
ing the tying-up of his capital, and also for 
the risk of change in market conditions in- 
volved in the length of time necessary to 
complete the transaction. 

Let us compare the profit the investment 
banker hopes to make with charges for serv- 
ice in other forms of financial work. Brokers 
in real estate mortgages make a minimmn 
charge of one per cent for negotiating the 
highest grade of real estate mortgages on 
New York City property. Such mortgages 
as they will handle on a one per cent com- 
mission are a legal investment for New York 
savings banks. 

When dealing in bonds that are a legid 
savings bank investment, the investment 
banker, acting only as a broker in the trans- 
action, often charges as little as one six- 
teenth of one per cent and sometimes only 
one thirty-second of one per cent. The us- 
ual commission for selling securities of tibis 
character is one eighth of one per cent, or 
$1.35 per $1000 bond. 

If a mortgage on improved property in 
New York City exceeds in the slightest de- 
gree three fifths of the appraised value of 
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the property, it is not a legal investment for 
the savings banks- For mortgages which 
do not fall within the savings bank class the 
broker immediately advances his rate of 
commission to two per cent or more. His 
risk is not increased, for he assumes no risk 
or responsibility. He does not buy the se- 
curity as does an investment banker the 
securities he deals in. The mortgage broker 
charges the increased commission because 
he finds it harder work to locate a buyer for 
a mortgage which does not fall within the 
legal limitations of a savings bank invest- 
ment. There is a broad market for invest- 
ments within the savings bank class and it 
is not difficult to convince an investor of 
the merits of such a security. 

The difference between these two rates 
of commission does not express the full situa- 
tion. The mortgage may run for only three 
years, the bond for thirty years. When the 
mortgage falls due, it may be paid off. Then 
the broker will have another chance to make 
a commission on selling the investor a new 
mortgage. But the bond broker may not 
for thirty years have an opportunity to re- 
invest for his client the capital placed in 
bonds. Investment bankers are fully aware 
of the value to them of more frequent periods 
in the investment of capital and are glad to 
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himdle short-term securitiea, one maturing, 
say, in three or five years, on a smaller anti- 
cipation of profit than that sought for han- 
dling a long-term bond. 

Dealers in commercial paper, which runs 
from thirty to ninety days, receive a regular 
commission of one quarter of one per cent 
for selling it. Allowing for only the longest 
maturities the fund is reinvested four times 
a year, pving the note broker, if he is for- 
tunate enough to command the reinvest- 
ment each time, an opportunity to make one 
per cent a year out of a given fund of capital. 

Both these commissions — that of the mort- 
gage broker and that of the note broker — are 
only for the work of locating the capital and 
inducing the capitalist to make the commit- 
ment. Note brokers sell almost entirely to 
banks, and each transaction reaches an 
amount of some magnitude. The high-grade 
real estate mortgage, although usually hav- 
ing only a local market, is a well-known secur- 
ity in its market.. On account of certain 
market disadvantages, the uneven denomi- 
nations, and the fact that no two mortgages 
are exactly alike, the work of selling is 
greater than the work of selling the most 
active bonds. It is not nearly so great as the 
work of persuading a capitalist to commit 
his funds to a relatively unknown though a 
thoroughly sound enterprise. 
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More than any other merchant the invest- 
ment dealer assumes a moral responsibility 
for the goods he sells, irrespective of their 
grade. A dealer in merchandise is not ex- 
pected to guarantee the wear of his goods 
unless he represents them to be of the best 
class. Though a merchant in investment se- 
curities does not represent everything that he 
sells to be as safe as government bonds, those 
who buy from him are disposed to hold him 
responsible if the investment proves improfit- 
able and the interest and principal are not 
paid promptly. A default is a severe blow to 
his prestige and to the confidence in his judg- 
ment, by virtue of which he holds his client^e. 

These facts justify the profits that the in- 
vestment merchant Is accused of making. 
The larger differences between buying and 
selling price are a consideration for the diffi- 
culties of the business. The credit of cor- 
porations varies widely, as does the market 
for their obligations. Thousands of people 
know the value of the Pennsylvania Rail- 
road's promise to pay and need no persua- 
sion to buy its securities. Few people know 
the value of a similar obligation made by an 
electric light company in some small city of 
a remote State. Though the security may 
seem safe to those who are everts, the larger 
pubhc has to be convinced of it. 
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Each investor to whom such securities are 
offered must be persuaded to beUeve in tiiem. 
It may take a year of negotiation to in- 
duce hi m to buy. Bond salesmen have often 
found it necessary to wait as long as that to 
sell good but slow paper. 

Meanwhile, the dealer's capital is tied up 
in the bonds he has bought and his money is 
being spent to convince the investor. The pur- 
chase and resale of securities which, though 
good, are but Uttle known, involves more 
capital, time, labor, and risk than are re- 
quired for the purchase of standard securi- 
ties that always command a market, and 
it is altogether reasonable that such opera- 
tions should pay a larger profit. 

If the investment merchant were unwill- 
ing to undertake this more hazardous and 
laborious sort of business, the small munici- 
palities in Western States might have to do 
without their transportation or hghts, or to 
get them at a higher cost. Such communi- 
ties are without the capital required for their 
development, or, if it can be locally obtained, 
the cost would be higher than that at which 
it can be procured in the financial centers. 
The dealer is paid for making a market and 
for the cost of the selling; he does not in any 
way deceive the purchaser. 
^ The investor does not expect, and knows 
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that he is not purchasing, a security imme- 
diately salable through any other channel 
than that through which he bought it. Usu- 
ally the dealer stands ready in case of need 
to repurchase the securities so sold at a rea- 
sonable concession. High standards prevail 
in this business. In comparison with the 
work done and the responsibilities assumed, 
the charges are moderate. 

Though it is admitted that there is risk 
in the merchandising of securities, also it 
shoiJd be admitted that often there is actual 
loss. With all the experience and skill the 
merchant can bring to bear on his purchases, 
the conditions under which he works are so 
complex that he often cannot foresee the 
outcome. If the hoped-for per cent of profit 
is not made, the transaction may turn to 
the loss of many per cent, besides the cost 
of selling. If a dealer has not been shrewd 
enough to sell out in advance of falling prices, 
or does not gauge accurately the duration 
and rapidity of the decline, he may take 
heavy losses. Probably no investment ban- 
ker went through the transition, from the 
period of rising security prices culminating 
in 1905 to the subsequent period of declin- 
ing prices and the panic of 1907, without 
taking large losses. Bonds bought in the 
hope of selling at three fourths of one per 



DD. zed by Google 



RAISING FUNDS 59 

cent above the purchase price were sold at 
a loss of from four to five per cent. Except 
in the case of specialty bonds sold through 
a careful education of the investor in the 
merits of the particular security, a sale in a 
declining market must be practically imme- 
diate in order to be really profitable. If a 
dealer misjudges the appetite of purchasers, 
he gets "hung up" with an issue of securi- 
ties which the investor wiU not even masti- 
cate, to say nothing of digesting. 

A closing-up of the market, the refusal of 
investors to purchase, is a common, periodic 
phenomenon, which becomes particularly 
acute in London. It t^es place whenever 
investors generally think the present is not 
a good time to buy. If an investment mer- 
chant fails to foresee its coming, he has to 
carry a heavy burden of securities that he 
cannot sell. Security selling differs from other 
selling in that purchasers are under less 
pressure to buy. People must eat — must 
buy from the grocer. Clothes wear out and 
the tailor must be seen. No such necessities 
help the seller of securities. Capital can 
linger in the bank for months, until enticed 
by lower prices or driven out by fear of 
higher. 

Any one not familiar with the facts would 
infer that an investment merchant's great- 
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est difficulty is in finding securities to buy. 
That is not the case. Goods are pressed on 
him as on any other merchant. Day after 
day promoters, new and old, cool their heels 
in his anteroom. Out of the many things 
offered him, which is the best for his cUents? 
Which is most likely from subsequent suc- 
cess to enlarge his reputation as a merchant 
and further that confidence forming the very 
life of his business? A corporation manager 
without an established connection with some 
security-selling house is likely to have a 
weary time when he wants to place an issue. 
His securities may be good and in every way 
merit confidence. But the pressure to get 
access to the capital supply is enormous. A 
given merchant may much desire to take on 
the business, but he is already so largely 
committed that he could not sell any more 
securities if he should buy them. The cor- 
poration manager may have to visit many 
merchants and wait a long time before he 
can find a buyer. This situation does not 
arise through any unfair discrimination. 
The capital supply is a very limited one. 
The capital demand exceeds it and absorbs 
it as the sand of the desert absorbs rain. 

Contrary to the general idea, the busi- 
ness of investment banking is highly com- 
petitive. This results from the comparative 
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ease with which the investment banker may 
borrow a large part of his capital for certain 
kinds of transactions. Probably he does not 
stand in any better position in this respect 
than does the merchant in fairly standard 
commodities, who can do business from 
rented offices and salesrooms and borrow 
money with which to carry his merchandise. 
He does occupy a better position than most 
manufacturers, who, to be sure, may be 
able to finance their commodity in the case 
of production readily enough, but who must 
usually have a large capital invested in plant, 
on which they can borrow, and that with 
difficulty, perhaps one third. 

As we have seen, a capital of $50,000 used 
in the purchase and sale of securities fidfiUs 
the capital requirement for membership in 
the national organization of the Investment 
Bankers' Association. Though so small a 
capital will limit the classes of business a new 
oiganization can engage in, it will enable 
men with the necessary professional e^>eri- 
ence to enter the business on their own ac- 
count. Constantly men who have acquired 
the training in one of the older houses organ- 
ize their own houses and start in for them- 
selves. If a man has demonstrated his abil- 
ity to place securities, — that is, to induce 
investors to commit their capital to the par- 
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ticular enterprises whose securities he has 
to sell, — and has proved himself a success 
in this branch of the business, — even though 
he has no capital himself, he may be able to 
persuade some one with capital to join him 
in organizing a new banking house. He haa 
established a clientMe. Some of his clients 
have dealt with him mainly because of the 
house he represented, but many, and very 
likely the much larger number, have dealt 
with him because of personal liking or be- 
cause of personal confi dence in him. Such a 
connection is a valuable asset for the new 
house and the nucleus for the most valuable 
asset of any house, — a well-established cli- 
entele, a Hst of capitalists who do most and 
perhaps all of their investing through the 
house. 

Some of the older banking houses have 
become parents in this way of several new 
banking houses, in one case of possibly a 
score. The general process is no different 
from the process in other kinds of business, 
but easier than in some, and the relative 
ease of the starting of new oi^anizations 
makes the competition for the good-will of 
capitalists very keen and extends the num- 
ber of organizations to which a corporation 
may appeal when in need of new fimds for 
the capital account. 
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Referring especially to the relationship 
between the banking houses and the corpora- 
tions, accusations have been made in recent 
years of a money trust. In these charges it 
has been said that corporations could pro- 
cure funds only through the good-will of cer- 
tain financial interests and, if these interests 
were not well disposed, the corporation could 
not get help anywhere. It is true that the cap- 
itid requirements of some of our largest cor- 
porations are so great that probably only one 
or two banking houses, or groups of finan- 
cial interests, have the financial strength 
to handle them, and the corporation there- 
fore cannot be financed without the assist- 
ance of one of these financial groups. A 
concentration of control over capital has 
been necessary to meet the magnitude of the 
requirements of modem business. If any 
smaller enterprise were likely to be a thorn 
in the flesh of one of these big business under- 
takings, the banking connections of these 
undertakings perhaps might make it diflS- 
cult for the smaller enterprise to get finan- 
cial backing. Business is competitive and the 
methods of competition extend into the 
financial as well as into other business fields. 

Probably it is a fair generalization to say 
that, with the exception of the very largest 
corporations which are limited for the rea- 
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son just given, any corporation has at least 
several entirely independent and competi- 
tive banking houses to which it may appeal 
for financial support. The business of financ- 
ing our medium-sized corporations is an 
open field and no favors. Our smaller indus- 
trial enterprises find difficulty in getting 
capital on account of their very smallness. 
A banking house must do a large amount of 
work in making a corporation well enough 
known to capitalists for them even to give 
consideration to its securities. It takes even 
more work to make the small corporation 
known than the large one. The large cor- 
poration has already advertised itself. It 
is impracticable to build up a course of deal- 
ings in the securities of smaU corporations 
which will give them the valuable element of 
marketability. With all the work involved 
the possible profits in providing $100,000 of 
capital for a small corporation will not com- 
pensate a banking house for its preliminary 
labor: especially if the banking house is or- 
ganized to handle issues of a larger size. 

Banking houses have overcome much of 
the difficulty of financing small corporations 
in the case of public service enterprises. Be- 
cause of the more nearly imiform nature of 
the business the bankers do not have to do 
as much "educating" of the capitalist. He 
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knows tiie general nature of the business and 
the kind of risks mvolved. Each industrial 
enterprise is more nearly a law unto itself. 
Banking houses have developed some spe- 
cial methods of financing the public sendee 
corporations. The holding company and the 
engineer bankers operating a series of prop- 
erties all help in the financing of the rela- 
tively small pubhc service corporation. So 
the small public utility gets financed and 
the small iodustrial enterprise goes be^^g. 
We have wandered somewhat away from 
the matter of the accusations of the existence 
of a money trust. Some of the accusations 
doubtless originate with those in control of 
enterprises, either under way or in the course 
of promotion, who have had no experience 
with the demands of capitalists. Many peo- 
ple of this kind come to the "street" to raise 
capital and do not succeed. They chai^ 
their failure to the money trust, which for 
some reason does not wish them to succeed. 
As a matter of fact their proposals are prob- 
ably of a kind no banking house could han- 
dle. Many come with promotion projects and 
these, however meritorious, do not interest 
most banking houses. Some actually are 
meritorious yet, because they are in the pro- 
motion stage, cannot get a hearing. Many 
are not meritorious, yet the promoter feels 
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confident of his judgment and charges up to 
the malevolence of the mon^ trust a failure 
which results from the class of his business' 
and its demerits within that class. 

Managers of going concerns, who have not 
had occasion before to appeal to the banking 
houses, come to the street with proposals 
impossible of acceptance. Until they are 
educated in the requirements of the bankers, 
— which means, in the last analysis, the re- 
quirements of capitalists who will ultimately 
advance the funds, — these managers will 
blame the money trust for the non-acceptance 
of their proposals. The most important and 
the most general reason for the inability of 
many of these corporation managers to get 
funds is the simple fact that there is not money 
enough to go round. 

For every dollar of capital in existence a 
multitude of people are seeking a dollar to 
further their interests. The demand for 
capital is unlimited, provided the terms are 
not too unfavorable, and the supply of capi- 
tal is strictly limited on any terms what- 
ever. An insistence that the risk be not too 
great is most likely to be that part of the 
terms which the seeker for capital cannot 
meet. Out of a hundred people seeking capi- 
tal the capitalist will supply it to that one 
who will offer the most. favorable terms, the 



DD. zed by Google 



RAISING FUNDS 67 

best bargain in risk, income, and control. 
The investment banker acts for the capital- 
ist, and will commit himself to that enter- 
prise which he believes most likely, mider 
existing conditions, to meet with the favor 
of the capitalist, in view of other opportuni- 
ties for commitment which other banking 
houses are offering. The man who comes to 
the street for funds, however, does not see 
the pressure of all tiie other enterprises seek- 
ing capital. If he did see the pressure, he 
probably would consider the enterprises all 
inferior to his own. He even regards those 
enterprises which are financed as inferior to 
the one dear to him. His preference for his 
own is natural. But it leaves him with no 
reason for the banker's rejection but the 
machinations of the money trust. 

Some get confirmed in their impression 
of monopoly by certain aspects of the ethics 
of tiie investment banking business, which 
are unfamiliar to them. It is a general prin- 
ciple of investment bankers to decline to 
consider a proposal for financing while it is 
before another house. As soon as one house 
rejects it, then another house feels free to 
take it up. This aspect of the business has 
something in it of the ethics of the lawyer 
and the physician, in refusing to take away 
the chent or patient of another member of 
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the profession. It does not, however, have 
the full foundation of injury to the client's 
interests and to professional reputation ex- 
isting in the case of thfe lawyer and phy- 
sician. Besides this matter of professional 
feeling, a banking house does not want to 
spend its time considering a piece of busi- 
ness which, before it can arrive at a conclu- 
sion, may be taken care of elsewhere. The 
ethics of the situation serves to protect the 
banker's time. To be sure, it equally serves 
to cause delay to the man seeking capital. 
But in determining which one is to occupy the 
better position in this respect, the banker has 
the advantage in the number of enterprises 
which are constantly pressed upon his atten- 
tion. Besides, the existing disposition of the 
situation settles it the right way in the end. 
If several people are considering a piece of 
business at the same time, all but one of them 
are bound to do their work fruitlessly. Though 
the limitation to one at a time delays the 
seeker for capital, it greatly lessens the amount 
of useless work in the world. 

Some people who come to the street for 
money, without especially knowing the bank- 
er's ethics of the situation, have themselves 
an ethics of business which prevents them 
from taking their proposal to more than one 
banker at a time. Others, who chafe under 
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the restriction, nevertheless know the un- 
wisdom of trying to avoid it. Frequently, 
however, men come to the street whose own 
ideas of business include making as many 
proposals as possible and closing with the 
first one who will come to terms. When the 
fact that they are dealing with several peo- 
ple comes to the attention of one of the sev- 
eral, as it probably will, that one is likely to 
decline further negotiations, and so with the 
others as th^ find out the situation. So the 
man who is seeking the funds gets an idea 
of monopoly, that a money trust exists. 

Let us assiune that our banking house has 
made an agreement with the corporation to 
supply it with funds on the delivery of the 
issue of securities which the corporation has 
authorized. If the amoxmt involved is so 
great that the banking house does not care 
to assume the entire risk of the transaction, 
it will have distributed the risk by getting 
one or more other houses to join it in the 
transaction. To use the language of the 
street, it will have formed a "joint accoimt," 
and the other houses will have taken a "par- 
ticipation" in the account. Later the bank- 
ing house which initiated the joint account, 
or the several members of the account act- 
ing together, may still further distribute the 
risk by arranging an underwriting syndicate. 
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This, however, will not be formed until alter 

the securities are purchased, or until at least 
a binding agreement to purchase them has 
been made. One banking house may form 
the joint account in anticipation of commit- 
ting itself to the purchase. Though simple 
enough in the idea of distribution of risk, in 
details these joint accounts are somewhat 
complicated transactions. We wiU take a 
fuller discussion of them for our next topic. 

As soon as the banking house has defin- 
itely contracted to purchase an issue of se- 
curities, it will begin to plan for its sale. It 
is not an investment institution like an in- 
surance company or a savings bank, but em- 
ploys its capital and organization simply as 
a means of assuming the risk of the trans- 
action and of establishing the direct connec- 
tion between the corporation and the body 
of capitalists who wiU ultimately be supply- 
ing its fixed capital requirements. In pursu- 
ance of this end the banking house may make 
a formal public offering inviting capitalists 
to subscribe to the issue, or it may under- 
take to sell the bonds without a formal pub- 
lic offering. This statement does not mean 
that in either case the banking house will 
not publicly advertise the securities, but 
rather distinguishes between the manner of 
advertising. If the banking house, or syndi- 
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cate, extends a formal invitation to sub- 
scribe, it will say in so many words that it is 
offering the securities for sale and will re- 
(ceive subscriptions at the price named up 
to the stated hour of the stated day. 

Such an advertisement does not mean that 
the banking house is relying upon it to inter- 
est enough capitalists to take up the entir« 
issue. It does not even mean that it has an 
expectation, or hope, that it will interest a 
large enough number of capitalists to place 
the entire issue. More probably the" house, 
or the syndicate of several houses, has been 
hard at work creating an interest in the 
issue for a considerable time before the ad- 
vertisement appears. The house may have 
informed its clients by personal interview 
or by letter that such an issue would be 
brought out. Its salesmen may have quietly, 
but rather busily, talked it up for a number 
of weeks. Just before the house inserted the 
advertisement in the newspapers it probably 
sent circulars to all its clients containing the 
information about the issue and inviting 
subscriptions. The advertisement appear- 
ing in the newspapers, in all probability, 
simply focuses this anticipatory work. The 
banking house or syndicate does hope that 
the bsue will prove sufficiently popidar to 
atb'act enough people, other than regular 
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clients, to make a demand that will take up 
the issue or materially diminish the amount 
that will remain unsold. If the issue is highly 
successful, the house may stop taking sub- 
scriptions even before the day and hour an- 
nounced in its advertisement. In that event 
it will announce that the issue was oversub- 
scribed and the books closed at the time 
stated. Such a procedure gives the regular 
cUents of the house an opportunity to get 
the full amount they have subscribed for, or 
near to it, and leaves unsatisfied a demand on 
the part of many, who may seek to purchase 
the bonds in the open market at a price higher 
than the subscription price; ibas giving 
the regular clients an opportxuiity to make 
something immediately on a resale, if they 
wish to do so, or to feel that they have made 
a highly advantageous purchase. Closing 
the books before the announced time may 
also be taken by the investing public to be 
a better indication that an issue actually has 
been oversubscribed, than an announcement 
to that effect when the books have been 
kept open for the full time advertised. 

It seems rather the better practice, how- 
ever, to allow the full length of time an- 
nounced. Many people who want to sub- 
scribe may interpret the annoimcementthat 
the books will be closed by the stated time 
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as meaning that they will remain open till 
ihaX time, and some regular clients of the 
house may be among that number. The 
house is at full liberty to prefer its own regu- 
lar clients in making an allotment of the 
securities. Subscriptions of such a charac- 
ter that the house would favor them may be 
late in coming in. The extra work involved 
in handling an actual liwge oversubscription 
hardly offsets the various reasons for keep- 
ing the subscription book open. 

Of course it is undesirable, from the mar- 
ket point of view, that an impression should 
get out that the offering was not wholly suc- 
cessful. Undoubtedly banking houses often 
annoimce that an issue was fully subscribed 
for or oversubsCTibed, when that is, at best, 
only technically the case. Some subsidiary 
organization of the banking house may have 
put in a "subscription" large enough to pro- 
vide for the amount not really, as well as 
technically, subscribed for; or another joint 
account may have been formed to "sub- 
scribe" for and take over the bonds. Since 
the possible use of such subterfuges is well 
known in the street, an announcement of 
an oversubscription is likely to be taken with 
a grain of salt unless there is corroborative 
evidence. The future conduct of the mar- 
ket, the course of prices in the particular 
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security, may indicate that the announce- 
ment is really true. On the other hand, if 
the original offering house, or even another 
house, appears to be offering the bonds in 
substantial amotmts or with a degree of con- 
tinuity, people in the street surmise that the 
oversubscription annoimcement may have 
been made with a ment^ reservation. 

Such a formal advertisement for sub- 
scriptions is more likely to be made of the 
larger than of the smaller issues. In the case 
of most issues the banking houses are more 
likely to advertise the issue for sale without 
stating formally that subscriptions will be 
received and the books closed at a definite 
time. If the house advertises that the books 
will be closed at a certain time, it draws 
attention to that time and causes an expec- 
tation that it will make some announcement 
of the favor with which the issue is received. 
In the event that investors do not fully take 
Up the issue the banking house faces the 
dilemma of being obliged to resort to some 
subterfuge, or of having emphasized the lack 
of the complete immediate success of the 
issue. If it simply advertises the securities 
for sale, it can annoimce that they have all 
been sold; if the public fails to take all the 
securities at once, it does not have to say 
anything. When the banking house takes 
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the position of an underwriter to the issu- 
ing corporation, it offers the securities for 
sale on behalf of the corporation. The trans- 
action will need to take the form of a sub- 
scription, with bankers bound to take up and 
pay for any part of tJbe issue remaining un- 
sold. Often, especially in the case of small 
issues, the banking house does not advertise 
the issue in the public press at all. 

After the banking house has presented its 
advertisement in the public press, and the 
"public" has failed to purchase all of the 
securities, the house faces the second and 
difficult part of its selling problem. It must 
dispose of the rest of the issue by the much 
slower process of convincing capitalists, not 
in the mass but one at a time, of the merits 
of the security and that it is a good bargain 
at the price. It will do this largely through 
the efforts of its salesmen. Probably Jay 
Cooke first showed the power of salesmen 
in the marketing of securities. He succeeded, 
by the use of salesmen and extensive adver- 
tising in other ways, in raising the large 
sums required by the North for the Civil 
War. Cooke's salesmen did not form part 
of a distinct profession like that of the se- 
curities salesmen of to-day. It did not re- 
quire a wide comparative knowledge of 
securities and of financial conditions and 
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methods to offer bonds of the United States 
Government. The selling of Civil War is- 
sues was a big canvassing campaign con- 
ducted in much the same way and by much 
the same kind of people as book canvass- 
ing. It demonstrated, however, that personal 
contact is as powerful in the selling of securi- 
ties as in any other kind of selling. Though 
the modem investment banking house with 
its force of salesmen did not develop at once 
as a result of Jay Cooke's example, the men 
who now go out to meet the capitalist in his 
oflBce have formed a well-recognized class 
for a generation. 

Banking houses recruit their force of sales- 
men from various sources. Sometimes the 
men have been successful in selling of other 
kinds and have looked to the investment 
banking business as of a higher grade. They 
may come from almost any other occupa- 
tion. The tendency in recent years has been 
for a house to train its own salesmen and 
for the most part to recruit its apprentices 
from recent graduates of colleges. It will 
take such young men into its offices, giving 
them a Uttle guidance to sources of infor- 
mation about corporations and investment 
banking matters. Occasionally the manager 
or office employees of the house will set them 
to some office task. Tliough some houses 
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give them a measure of regular instruction, 
for the most part they leave them a good deal 
to their own resources to acquire an under- 
standing of what is going on about them and 
a knowledge of securities. Some houses will 
not keep them at this for more than three 
months before letting them go out of the 
office to make their first efforts at selling; 
other houses will keep them in the office for 
two or three years. They are essentially in 
the position of students during this period 
and receive only nominal compensation for 
nominal services. The difference in the time 
of this part of the apprenticeship required 
by different houses depends on varying ideas 
about the minimum of financial matters a 
mMi ought to know before he should be per- 
mitted to approach a possible and prospec- 
tive client. 

Though the banking house picks these 
young men with an eye to their probable 
capacity for the work they are to xmdertake, 
the employer finds it difficult to say which 
of those he has chosen will succeed in selling 
and which will fail. When they are per- 
mitted to go out and seek the capitalist face 
to face, they have a difficult task ahead of 
them. Naturally the house does not entrust 
them during this apprentice period with any 
well-developed territory. So they must for 
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the most part first discover the capitalist. 
They will not have any great difficulty in 
identifying the capitalists in the smaller 
communities and in securing at least a brief 
interview with them. But competitors find 
it equally easy to learn of the capitalist mem- 
bers of the small communities and to gain 
access to them. In the lai^r communities 
the problem of finding the capitalists at all 
is much harder. Since the number of sub- 
stantial capitalists in any community is 
necessarily a small percentage of the inhabi- 
tants, a canvass of the entire population is 
obviously impracticable. To describe some 
of the many devices to locate them would 
extend this discussion unduly. 

The reader will, of course, see that not all 
capitalists are available material for the se- 
curities salesmen to work on. Most men 
owning, and actively engaged in, their own 
business use all their capital in it. Of active 
business men only those who have a surplus 
to invest outside of their own business can 
take any part in furnishing funds to those 
corporations which look to the general in- 
vesting public for supplying their capital 
account. Those business men who do have 
surplus funds for investment, and those capi- 
tahsts who are not actively engaged in a 
business of their own, may not invest all or 
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any of their capital in the financing of cor- 
porations. Ownership and improvement of 
real estate require financing as well as cor- 
porate enterprises. A large proportion of 
capitalists with surplus funds, on which they 
do not want to accept the risk of unprotected 
ownership, invest in ordinary realty mort- 
gages, — rural mortgages if they live in the 
country, or in close association with the 
country, and urban mortgages if they live in 
the city. 

Under most circumstances it is natural 
for the man with surplus funds to turn first 
to the ordinary real estate mortgage for in- 
vestment. It offers the simplest form of 
security. Though some people begin to sus- 
pect that investment in real estate mortgages 
is a more complex matter and more worthy 
of analysis than investors have commonly 
thought, involving, as it does, the whole 
problem of shifting realty values and eco- 
nomic rent, on the surface it is much simpler 
than what, to the novice in investment, is 
the labyrinth of corporate securities, with 
their finely differentiated gradations of risk, 
income, and control and all the intricacies 
of business income. Moreover, people who 
invest in mortgages for the most part invest 
locally. They can see the tangible property 
in which their funds are invested. The mat- 
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ter has a degree of reality about it which an 
investment represented by a piece of cor- 
poration paper does not possess. All these 
considerations incline the man getting his 
first e^>erience in investing to select the or- 
dinary real estate mortg£^;e. Many capi- 
talists all their lives adhere exclusively to 
this form of investment. 

So our young bond salesman will find that 
he not only has the task of finding capital- 
ists, but of finding that selection of inves- 
tors among the class of capitalists whom he 
can interest in financing corporations. When 
he has found a man whom he knows to be an 
investor, and whom he knows as willing to 
consider an investment in corporation se- 
curities, he has only begun his selling task. 
Only the very wealthiest of capitalists are 
wealthy enough to have funds to invest at 
almost any time. Our salesman must, in 
the first place, command the confidence of 
the capitalist. A reasonably cautious man 
does not invest a thousand doUars or more 
through an entire stranger. Our salesman 
cannot reasonably expect to do business un- 
til the capitalist feels acquainted with him 
and has formed a good opinion of him. Even 
though the capitalist may be thoroughly 
familiar with the name of the banking house 
which the salesman represents, and knows 
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that it is a house of the highest reputation, 
he will still want to feel personally well ac- 
quainted with the salesman. Investing is 
too intimate a business to transact with, or 
through, a stranger. After the salesman and 
the capitalist have reached the degree of 
acquaintanceship at which the capitalist is 
willing to make an investment through the 
salesman, our young man may still have to 
wait a long time before the capitalist is in 
funds and ready to invest. So our young 
salesman will not be likely to put through 
many transactions during his first few months 
of work in the endeavor. 

When the salesman has once put through 
a piece of business with an investor, he has 
made a client, for a man who has money to 
invest at one time will probably have money 
to invest at another time. Even if the inves- 
tor lives up to his full income, he will prob- 
ably have some investments maturing, part 
of his capital paid back from time to time. 
If our salesman has grit to stick to the work, 
energy and resourcefulness in prosecuting it, 
he will gradually build up a client^e which 
will be as valuable an asset to him as the 
dient^e of any professional man. But after 
all, this aspect of the selling problem of bank- 
ing houses does not differ greatly from sell- 
ing through a personal representative in any 
kind of business. ^ ' 
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When most young men first entertain the 
idea of sellmg securities, they think of visit- 
ing financial institutions, especially of calling 
at the banks. In tiie largest financial centers 
some salesmen, who have developed in that 
direction and to that point, do confine them- 
selves largely to the financial institutions. 
Outside of the largest centers, and even in 
those centers except for the specialized sales- 
men, selling to these institutions will form only 
a small part of the work of the bond sales- 
man. In the first place, selling to them at all 
must depend upon having available to offer 
the kind of securities they buy. If the sales- 
man is approaching the investing ofiScer of a 
savings bank or an insurance company, he 
must be able to offer securities in which they 
may legally invest. If he is endeavoring to 
sell to an ordinary bank of deposit, he prob- 
ably will not have a chance of success unless 
he is offering some very active market se- 
curity protected by an equity. Some trust 
companies, acting more in the capacity of 
savings banks than of commercial banks 
and, outside of the States in which the sav- 
ings bank is well developed as a financial 
institution, some national and state banks 
which people use much as savings banks, 
may invest to some extent in relatively slow 
market securities. Some of these banks un- 
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doubtedly go too far in this direction: for 
any security which is a legal investment for 
savings banks in the important savings banks 
States enjoys a rather ready market. 

Institutional business of this kind is much 
more highly competitive than selling to pri- 
vate investors. The piersonal relationship 
of the salesman and the purchaser is not so 
important. The institution will buy from 
any salesman who offers, at a time when it 
is in funds for investment, securities which 
are of a kind and at a price to make them 
the best offering presented. The fact that 
an institution once buys from a particular 
salesman does not carry any probabihty 
that the next time it has funds to invest it 
will invest them through the same sales- 
man. It makes a regular business of buy- 
ing. Most capitalists make the business of 
investing only an incidental matter. They 
are much more likely to rely on one or, at 
most, a few salesmen through whom to make 
their commitments. It is the list of private 
investors, who are clients of a banking house, 
that furnishes the best foundation for finan- 
cial strength. 

Salesmen for the banking houses vary in 
quality. Some have little knowledge of se- 
curities or skill in salesmanship and are 
hardly more than canvassers, but they never- 
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theless succeed in doing some selling. From 
the low level they grade up to men e^>ert in 
salesmanship and often having an extended 
knowledge of financial matters. These higher 
grade men achieve a good professional stand- 
ard and become real financial advisers to their 
chents. 

Most banking houses have a simple or- 
ganization. If the organization is complex, 
it is so because of activities other than those 
strictly of the investment banker. Com- 
mercial loans, foreign exchange, engineering 
and operating departments, outside of the 
business of finding funds for mimicipal and 
private corporations, sometimes extend the 
scope of the banking house to that of a com- 
plex concern. In the house that confines it- 
self to dealing in securities, the work of any 
one man may take him into all the fields cov- 
ered by the work of the house. Usually an 
investment banking organization midces at 
least four general divisions of the work — 
the selling, the buying, the statistical, and 
the cashier's departments. 

We have already discussed the work' of 
the bond salesman in selling. The work of 
the sales department looms large in the bank- 
ing house as in any other merchandising or- 
ganization. The buying department may 
buy only if the selliz^ department can sell. 
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On the other hand, it is as true of the securi- 
ties bu^ess as of any other that goods well 
bought are half sold. In the office a member 
of the firm, or a sales manager, will have 
charge of the selling. It will be his duty, 
and, if the house is one of some magnitude, 
that of his office assistants, to keep closely 
in touch with the salesman. They may send 
the salesman a daily letter of information 
and advice. They will write letters at the 
request of the salesman and of their own 
initiative to clients of the house. Usually 
the salesman will send in daily reports of his 
work. These r^>orts contain information the 
salesman has gathered about the needs and 
holdings of his clients. From these reports 
the office organization makes a record of such 
matters as when the client is likely to be in 
funds for investment, what kinds of securi- 
ties he will invest in, and the names of any 
securities the salesm^i may have learned that 
he already owns. 

When clients feel complete confidence in 
their banking house as really an e3q>ert ad- 
viser in financial matters, they will sometimes 
voluntarily give the salesman a complete list 
of their securities. In some cases the client 
has made his first and all subsequent com- 
mitments with the banking house and the 
house has a record of all hb holdings as a 
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matter of course. Such mformation is valu- 
able to the house. From the investor's stand- 
point it is desirable that the house should 
have it. As a result of having this informa- 
tion the banking house can often advise him 
of possible advantageous changes in invest- 
ments. Though possession of this informa- 
tion may offer a temptation to the banking 
house to suggest changes disadvantageous to 
the client, considering all his circumstances, 
for the sake of stimulating business, the 
house, looking forward to its best interests 
in the long run, will not suggest them. The 
better the client's financial affairs prosper un- 
der the advice of the bankers, the closer the 
client's business attachment to the banker 
and the less chance some competitor has 
to win away his allegiance. 

It is part of the duty of the office sales 
organization to keep the mailing list revised 
to include all live prospects and to exclude all 
dead ones. The house does not confine its 
mailing list to those whom it may count as 
its clients because it has actually done busi- 
ness with them, but wants on the list the 
names of all people to whom it is worth while 
for that house to send its circulars describ- 
ing the securities it has for sale. 

In all these matters of selling, the banking 
house does not differ widely from any selling 
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organization. One aspect of its selling, how- 
ever, is especially important. Its supply of 
ai^ one issue of securities is limited, and it 
must not sell any more of a pMticular issue 
than it can deliver. To avoid getting into an 
embarrassing situation the salesmen must 
make all sales subject to confirmation from 
the office and promptly notify the office by 
telephone or telegram of any sale. The same 
prompt notification must be given as be- 
tween the main office and the various branch 
offices, so that each may know at all times 
the balance of any particular issue available 
for sale. 

We shall have something to say at aaaotiier 
place about the work of the banking houses 
in buying and will only mention it here. 
Some houses are large enough to have ex- 
perts in their own employ for the investiga- 
tion of properties the financing of which 
they are considering. The fact that a house 
has its own engineer and its own lawyer does 
not mean that it does not also employ out- 
side experts, but only that the expert em- 
ployees make the preliminary investigations 
and the house retains the independent pro- 
fessionfd men for final reports only after its 
own men have made favorable preliminary 
reports. Undoubtedly the buying depends 
upon the sdling. What will investors pur- 
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chase under existing conditions and what 
price will they pay? The answer to these 
questions suppUes the guide to the buying. 
Those members of the banking organization 
in charge of the buying must keep in the 
closest possible touch with those in charge 
of the seUing. Nevertheless, banking houses 
can and do accomplish much in educating 
capitalists in investment. They constantly 
educate them in types of securities, and in 
kinds of enterprises. Though they follow, 
they to some extent shape, the demand for 
securities. This is to say that, to a consider- 
able extent, they decide what enterprises 
can most advantageously use new capital. 
In this way they do largely direct the flow of 
capital into industry and exert a strong influ- 
ence upon the economic life of the community. 
The name alone of the "statistical depart- 
ment** largely describes it. It serves both 
the buying and the selling sides of the bank- 
ing organization with statistical information. 
It prepares the circulars for use in the sell- 
ing; and the preparation of a good circular, 
one that will not unduly emphasize either 
the good or the bad aspects of a security, 
one that will be honest yet a good selling cir- 
cular, requires excellent judgment. A cau- 
tious house will submit its circular to the 
attorneys who acted on the legal side of the 
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issue to be sure that it does not contain any 
unintentional misrepresentation of the legal 
aspects of the security. The responsibihty 
of a banking house for what appears on its 
circulars goes far. In a rather well-known 
case the dealers in a security were held liable 
for a representation on a circular, made in 
good faith on the opinion of eminent coun- 
sel, that the legal situation was as stated, 
when afterwards the courts held that the 
opinion of counsel was a mistaken one. Cli- 
ents constantly make inquiries of banking 
houses about the market standing and in- 
trinsic value of particular securities. The 
statistical department looks up all matters 
of this kind; and in general it is the duty of 
the department to supply all the people in 
the organization with information about se- 
curities. 

■- To assist it in its duties the statistical de- 
partment will have at hand up-to-date copies 
of the various fioancial manuals and of the 
Commercial and Financial Chronicle, all run- 
ning back at least as far as to the time of 
the organization of the house. It is some- 
what the insignia of honor to have the bound 
volumes of the Chronicle, as the standard 
weekly periodica! of the business is known, 
running back to the first volume. The de- 
partment will probably have also other finan- 
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cial periodicals. It will take an infonnation 
service, by which up-to-date information of 
earnings and other facts will be supplied on 
printed cards, to file and serve as a supple- 
ment to the information in the manuals and 
keep them up to the fatest news. It may 
somewhat extensively clip and keep on file 
information coming out generally in the 
press. It will collect and file for reference 
the circulars through which other houses 
advertise their securities. It wUI gather 
copies of mortgages and trust deeds and other 
legal dociunents, which are the original 
"sources" of much of the information about 
securities. Since these documents are regu- 
larly printed, it is not difficult to get them 
when they first come out, on application to 
the house bringing out the issue. Afterwards 
they are hard to get Mid quick access thereto 
is often wanted. 

The cashier's department keeps the ac- 
counts and records of the banking house; 
attends to receiving, paying for, delivering, 
and collecting payment for, securities that 
pass through the organization. It also has 
charge of the loans from the banks and the 
collateral deposited to secure them. The 
partners will have attended to the bank con- 
nections of the house and to the more im- 
portant matters in connection with arrang- 
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ing the loans, but the cashier's department 
attends to all details. In making deliveries 
of securities to out-of-town clients the cashier 
will usually, on the instructions of the client, 
send them by registered mail, insured, to a 
designated bank with draft attached. Un- 
less the client gives contrary instructions, 
however, the cashier may estimate whether 
it may not be cheaper to deliver the securi- 
ties by an esqiress company, in which case 
the express company is the insurer. The 
cashier's department will have to compute 
all accruals of interest, and all other matters 
of price and "bases" of true income on all 
purchases and sales, whether the purchases 
are of the issue from the corporation or of 
securities from a client. 

During the process of distributing securi- 
ties the bankers must support the market. 
After they have sold the securities they must 
make a market for them, so far as the nature 
of the issue pennits. We will discuss later 
the matter of listing securities on the stock 
exchange. If the bankers, while they have 
any part of an issue to sell, should permit 
quotations at prices less than their offering 
price, on the exchange or off the exchange, 
— for hardly anything in the way of a trans- 
action fails to become known on the street, 
— it will become impossible for them to dis- * 
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pose of the securities. Of course no one will 
pay the bankers their price for the security 
if it can be bought from some one else at a 
lower price. While the bankers are selling 
an issue they must keep the market clean 
of the security, and must be careful in their 
selling to place securities where they are not 
likely, for the time being, at least, to be 
offeied in the market. 

The banker will prefer the small investor 
in making sales to this end of keeping securi- 
ties off the market. If the securities are 
offered publicly and are oversubscribed, the 
bankers will allot small subscribers all of the 
security they subscribe for, or a proportion- 
ally greater part than the large subscriber, 
and the allotment of the large subscriber 
will be proportionally cut down. The small 
subscriber is more Ukely to be an investor, 
or, stated the other way, the large subscriber 
is more likely to be a speculator simply 
hoping to make a market turn on the possi- 
bility of an oversubscription, and intending 
to put his securities right back into the mar- 
ket, whatever happens. 

We should remember that since the mar- 
ket in listed stocks is on the exchange, and 
practically no dealings take place in them 
off the exchange, then in building up a mar- 
ket in a stock the banker will especially have 
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to watch the exchange. The market will be 
largely oft the exchange in other securities, 
whether listed or not. When building up a 
market in such securities the banker will 
enlist the interest of brokers who are not 
connected with the stock exchange, and of 
smaller dealers whose clients may want > to 
purchase some of this particular issue, but 
who would prefer to purchase through their 
regular dealer. Through allowing such bro- 
kers and dealers a commission, though only 
a quarter of a point, for purchases or sub- 
scriptions through them, the bankers stimu- 
late their interest in the issue. Once such a 
dealer or broker has handled the security 
for some of his clients he feels something of 
an interest in the security, and may go on 
recommending it or offering to deal in it. 
Interest of this kind will prove very useful 
in working up a really active market. 

In underwriting syndicates bankers lay a 
much stronger substructure for a market. 
Through them, many other banldng houses 
are interested with that vital interest arising 
out of a financial stake in the transaction. 
Every one of them becomes in some degree 
a trading post for the security thereafter. 
Usually these syndicates are thought of only 
as a means of getting sufficient distributing 
power to dispose of the issue in the first 
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instance. They are also highly important 
as a base for that trading which makes an 
active market and gives an issue that valu- 
able quality of marketability. 

When a banking house has disposed of an 
issue, it will not drop the matter entirely and 
turn its attention absolutely to other mat- 
ters. For the sake of its own clients it must 
maiatain a trading position in the security. 
Though these clients may have had no 
thought but investment at the time they 
bought the securities, situations will arise 
which, without any prior thought of specu- 
lation, will require some of these clients to 
sell. In such circumstances the bankers will 
have to be ready to take the securities off the 
hands of the client or else lose his good-will. 
Unless the bankers have built up a trading 
market with known quotations, they will 
have to pay, in order to satisfy the client, 
a price somewhere near the price at which he 
bought the securities, even though financial 
conditions are such that all securities have 
suffered in their market value for causes 
quite outside the issuing corporation. If 
the security has had a regular course of deal- 
ings with known quotations, the client is 
more likely to have drawn his own conclu- 
sions. In any event, he knows that he can- 
not get more than the market price. So, for 



DD. zed by Google 



RAISING FUNDS 95 

their own protection, the satisfaction of their' 
clientele, and for their general reputation, 
the bankers will endeavor to build up a 
course of dealings in any issue of large 
enou^ size to make a market really possible. 

In building up such a market the bankers 
perform a service of value to the corporation 
for future issues. The dealings constantly 
advertise the corporation. Its outstanding 
secunties sell at a higher price because of 
their marketability. Quotations for outstand- 
ing secxmties make the basis for estimating 
what ^eir new issues will command. One 
should take these facts into accoimt when 
considering the value of the work the bank- 
ers do. 

Since we shall not discuss the nature of 
the market o£F the exchange as a special 
topic, we may appropriately consider it here. 
As the "curb" market is in itself an exchange 
of a kind, we do not now refer to that in 
speaking of the market ofl the exchange. 
Through the weave of telephone wires the 
whole financial section of a city, which is a 
financial center, is one great exchange. Either 
the sales manager of the banking house, or 
some special "trader" or telephone man, 
constantly watches opportunities to do busi- 
ness of a trading nature. Through its sales- 
men the house offers to its clients especially 
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the securities it owns, those "on its list,** 
as the phrase goes. None of these securities 
may exactly meet the requirements or ideas 
of the cUent. He may have definitely in 
mind some particular issue. The salesman, 
finding that the securities on his list do not 
satisfy the chent, may suggest some other 
seciuity obtainable in tie market. Wh«i 
the client expresses a preference for such 
a security, the salesman will communicate 
with his office and name the price limit tiie 
client will pay. It then becomes the task of 
the trading man of the house to make the 
purchase; even if it is a listed bond he will 
probably inquire turound the street to see if 
he can pick it up more advantageously than 
by putting in an order on the exchange. He 
may telephone to the trading men in several 
banking houses in the effort to locate the 
bonds he wants. For special reasons he may 
not care to disclose the fact that he is in the 
market for the security. In that case he will 
make use of the services of one of the many 
street brokers who come into his office every 
day. 

Mention of the street broker calls for a 
further word about him. He is not, as some 
one might naturally surmise, a member of 
the curb exchange, but a man who diuly 
makes the rounds of the deal«» in securities 
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to see if he can match up orders and by so 
doing make a little commission for himself. 
Such a broker may have received an order 
to sell some C. B. & Qt Collateral Joint 4's. 
In the course of his rounds he steps into the 
office of Jones & Company. On learning 
that they are not interested in his Joint 4's, 
or in any other security that he may have 
an idea he would be able to supply or to 
sell, he wUl ask Jones & Company's trading 
man if he wants to buy or to sell anything. 
Jones & Company's order may call for some 
X. Y. Z. Debenture 4'3 and the trading man 
may indicate this to the broker, and some 
idea of the price he would pay, as, say, 98f; 
The broker now has something fiuther to 
work on. In the course of the next hour of 
his roimds he may find that Robinson & 
Company display some interest in selling 
X. Y. Z. Debenture 4's, but want 98^. The 
bid and asked price are an eighth apart, with- 
out allowing any commission. The broker 
may succeed in bringing Jones & Company 
up and Robinson & Company down an 
eighth each. That would idlow the broker 
an eighth. It may be that the purchaser will 
not come up the full eighth, but will make 
the price he will pay three quarters plus a 
sixteenth. The offer will be expressed that 
way instead of 98^. The broker will regret- 
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fully put the transaction through on tliat 
bajsis. It means that he makes a commission 
of only one sixteenth, but after all he has 
done a piece of business. He may ^ve up 
his principals and let them clear the transac- 
tion. Very likely, however, one of the houses 
is taking advantage of his services for the 
very reason that it does not wish to appear 
as principal in the transaction. In that case 
the broker will have to clear the transaction 
himself. Very likely tbe broker has desk- 
room in or near the offices of some banking 
house, which, in return for such services as 
the broker can render, will clear the bro- 
ker's transactions. This is a matter of some 
importance, because it involves having a 
bank account large enough to get a check 
certified witii which to pay for the security. 
Of course, on delivery of the security the 
same day the broker will in return get a 
check in payment to refund the account, 
so there will be no loss of interest. But for 
a little while the account will be debited the 
cost of the bonds. Since the transaction may 
run up to $50,000 or more, the reader will 
see that the minutes or hours between the 
time the broker has to pay for the security 
and the time he gets paid for it are impor- 
tant ones for him to bridge. 
- If a broker can make arrangements for 
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these clearings, he need not have any capi- 
tal. He is acting entirely as broker. Desk- 
room, a place to telephone from, and where 
he can be reached by any one who may want 
his services, are the material needs of his 
business. Otherwise his office is wherever 
he happens to stand. 

Since the street broker was the only broker 
concerned in the transaction, he could put 
the purchase and sale through cheaper than 
it could be done on the exchange. There 
one broker would be acting for the seUer and 
one for the buyer, and each must, by the 
rules of the exchange, charge a full eighth. 
So the transaction would cost a quarter of 
a point on the exchange. The street broker, 
though expecting an eighth, in this instance 
has put it through for a sixteenth. Of course, 
if both the banking houses had been mem- 
bers of the exchange, but without a partner 
actually on the floor, which would be the 
usual situation, some floor broker would put 
the transaction through, as permitted by 
the rules, for another member on the basis 
of $2 for an amount of $10,000. Under such 
circumstMices the employment of the street 
broker would not have had the advantage 
in the matter of commissions. Even then 
the street broker would have the advantage 
of working quietly. A bid for a large blocks 
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$25,000, $dO,000, or more, on the exchange 
would have more of a tendency to stiffen 
prices than the efforts of a street broker to 
find some one ready to sell, but not offering 
to sell for the same reason, namely, the tend- 
ency of an open offer of a good-sized block 
to depress the market. 

Visits of these street brokers and tele- 
phone calls from banking house to banking 
house indicate the course of the market, and 
when they result in transactions they make 
the market. The trading man in the bank- 
ing house becomes intimately acquainted 
with the ways of the market and sensitive 
to its indications. From the tone of brokers 
and otiier trading men he knows that the 
market in X. Y. 6's, which were worth ftSJ- 
at 10 A.M., has softened, and that if he wished 
to pimihase at 11.30 a.m. he could probably 
get them at three quarters or better. 

One phenomenon, somewhat amusing, 
shows the sensitiveness and range of this 
outside general market in securities. Often 
when the trading man starts an inquiry he 
finds his owil inquiry coming back to him 
from many quarters. Assume that he starts 
out an inquiry through a street broker for a 
good-sized block of X. Y. 5's. The next 
house at which the broker inquires may not 
-have any, but may surmise that it might get 
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some from another house and its trading man 
will, phone an inquiry. That house does not 
have any of the bonds, but, eager to do busi- 
ness, its trading man may recollect that at 
some time in the past he had been offered a 
block from Montreal and telegraphs to some 
Montreal dealer. The Montreal man may 
have an idea that he could get them in Lon- 
don and cables. The London correspondent 
may in turn cable to New York, and the 
trading man of the New York house receiv- 
ing the cable, and knowing nothing what- 
ever of the real origin of the inquiry, may 
telephone to the very house that first sent 
the inquiry on the way. Usually the inquiry 
will come back by a much shorter route to 
the man who started it. Within an hour after 
starting ttie search the trader may recognize 
his own inquiry in half a dozen telephone 
caM. This is significant in showing the scope 
of the market o£F the exchange, and how far- 
reaching and thorough is the search of the 
out^de market to find a buyer or a seller for 
a given security at the most advantageous 
price. 
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syndicates: joint accounts and 

UNDBaWKITINGS 

When a corporation requires at one time 
an amount of financing too great for the bank- 
ing house which has undertaken to supply 
the corporation's need for capital, or to 
which the corporation is applying, to supply 
alone, the banking house seeks cooperation. 
How great the amount must be for the bank- 
ing house to seek aid depends, of course, on the 
particular house and its "placing power"; 
that is, its ability to distribute securities 
and lodge them in the hands of investing 
financial institutions or individuals. With 
a particular house the amount may also vary 
from time to time. It will depend on the 
other commitments of the house at the time, 
its opinion of the probable course of the mar- 
ket, and, in general, all the considerations 
which enter into a determination of the 
amount of risk it is willing to assume at a 
given moment. 

Such cooperation in the sale of securities 
takes the form of joint accounts and under- 
writings. Though these two business meth- 
ods — joint account and miderwriting trans- 
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actions — differ in degree rather timn in kind, 
they differ enough to make the two terms 
desirable. Joint accounts are more common 
than underwritings. Though an underwriting 
may not follow a joint account, ordinarily a 
joint accoimt precedes an underwriting. Some- 
times an underwriting transaction is entered 
into without any joint-account transaction 
preceding it. A description of the two trans- 
actions will make the situation clearer than 
any amount of preliminary general statement. 

Let us assume that a banking house has 
committed itself to purchase, or learned that 
it can purchase, an issue of corporation bonds. 
The transaction is larger than at the moment 
it cares to undertake to handle entirely on its 
own account and it seeks the assistance of 
several other banking houses. Ordinarily the 
house is in the position of extending an invi- 
tation rather than of asking a favor. It has 
the business in hand. Though it has done 
part of the work already, it will not stand 
in any better position with regard to the 
profits than the other houses which cooperate. 

Each house invited to cottperate either 
states that it is not in a position to do so, or 
that for some other reason it does not care 
to, or else indicates how large a participa- 
tion it wishes to take. The word "partici- 
pation'^ is the technical term for the share 
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in the transaction that each house takes. 
Profits are divided and losses shared in pro- 
portion to the size of the participation. 

We will assiune an issue of $5,000,000, and 
that the house of Brown & Company regu- 
larly does the financing for the issuing cor- 
poration^ or for some other reason is in a 
position to purchase this particular issue 
from the corporation.' Of the several houses 
Brown & Company invite to participate in 
the purchase and sale of the securities, Jones 
& Company, Smith & Company and Robin- 
son & Company decide to join in the under- 
taking. It is decided that Brown & Com- 
pany shall keep a participation of $9,000,000; 
Jones & Company to take a participation 
of $1,500,000; Smith & Company, a parti- 
cipation of $1,000,000; Robinson & Com- 
pany, a participation of $500,000. The num- 
ber and amounts of the participations may 
vary to almost any extent. Our supposititious 
case, however, may be taken as fairly repre- 
sentative. 

Assume that Brown & Company have 
agreed to pay the corporation 95.50 for the 
bonds. We will assume also that the situa- 
tion demands that the corporation receive all 
ihe money in one payment. This, of course, 
would be the case in a refunding operation. 
If the corporation had been financing on 
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short-term securities in anticipation of a 
better market and had, say, $4,500,000 of 
such "notes" about to mature, it woidd re- 
quire the cash in order to meet the maturity. 
Let us suppose also that the corporation 
needs some cash for the extension or im- 
provement of its plant or line. The sale of 
$5,000,000 bonds at 95.50 wiD meet the pay- 
ment of the $4,500,000 of notes that are fall- 
ing due and will provide in addition the esti- 
mated requirement of $225,000 of cash. 

To facilitate expression and speak in the 
ordinary language of the street, we may use 
the term "syndicate" to express either the 
joint account or the underwriting as a form 
of cooperation in the sale of securities. The 
syndicate must be prepared on the stipulated 
day to pay the corporation $4,775,000 and 
take delivery of the securities. After the 
negotiations for the purchase of the securi- 
ties and the determination of the price, the 
requirement of making payment presents 
the first matter that must be settied in the 
formation of the joint account. Presumably, 
the banking houses forming the syndicate 
are not prepared to pay for the bonds out of 
their own capital, but must arrange for a 
loan in order to "take them up." Financing 
the purchase and holding of the bonds dur- 
ing their sale is one of the most important 
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parts of the whole transaction. It is called 
"canying" the bonds. 

Since many details necessarily come up in 
the course of the transaction, and because 
it is important that some one have authority 
to act in these matters of detail, one mem- 
ber of the syndicate must occupy the posi- 
tion of "manager." Because Brown & Com- 
pany were able to purchase the bonds and 
brought the other members of the syndicate 
into the transaction, they would naturally 
become syndicate manager in the particular 
transaction we are describing. As syndicate 
manager they might arrange a loan to cany 
the entire issue of bonds for the syndicate. 
The bank advancing the funds would take 
the bonds as collateral security for the loan. 
It would not, however, advance as a loan the 
entire amount the syndicate must pay for 
the bonds. Let us assume that this particu- 
lar security is of such a character, is assured 
of a sufficiently good market, and has such 
qualities as an investment that a bank would 
feel jtistified in lending 85 per cent of the 
purchase price. Then the bank will loan 
$4,058,750 on the security of the entire issue 
as collateral. The syndicate must pay $4,- 
750,000, or $716,250 more than the bank 
will loan, in order to take delivery of the 
bonds from the corporation when the time 
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comes. This $716,250 the syndicate must 
supply from its own capital in order to swing 
the transaction. 

Let us assume tliat the syndicate manager 
has undertaken to procure a loan or loans 
on the entire amoimt of bonds and that 
Brown is the particular individuiil of Brown 
& Company who is handling the matter. He 
will call on each of the other members of the 
syndicate to supply funds in proportion to 
their participation sufficient to make up the 
required $716,250. 

Recapitidating, the several participations 
stand as follows: — 

Brown & Company 13,000,000 

Jonea & Company 1,500,000 

Smith & Company 1,000,000 

Robinson & Company A00,000 

(5,000,000 

For these $5,000,000 bonds the syndicate 
must pay the corporation $4,775,000. Brown 
& Company, the syndicate managers, are 
arranging a loan at the bank for 85 per cent 
of the purchase price, or a total of $4,058,750. 
This leaves $716,250 to be contributed by 
the syndicate members in proportion to their 
iwrticipations as follows: — 

Brown & Company |286,500 

Jones & Company 814,875 

Smith & Company 148.250 

Bobinson & Company 71,625 

Utimm 
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When the day comes for takmg delivery 
of the bonds and paying the corporation for 
them, each of the members of the syndicate 
pays into the bank which is making the loan 
its proportional contribution as just stated. 
According to instructions the corporation 
will deliver the bonds at the bank, accom- 
panied with a draft for the $4,775,000 pur- 
chase price, and the bank will make the pay- 
ment with the loan of $4,058,750 which it is 
making to the syndicate, and the $716,S50 
the syndicate manager has deposited as the 
contribution of Brown & Company and the 
other members to make up the balance. This 
detailed description of the banking transac- 
tion is not meant to indicate that the busi- 
ness always follows exactly that form, but 
simply to state a form that it might follow 
and make clear the immediate sources of the 
money paid over to the corporation. By this 
method it is seen that the bonds are "car- 
ried " through a loan or loans arranged by the 
syndicate manager on behalf of the entire 
syndicate. Such a method of financing the 
payment for the bonds is called "undivided 
carrying. 

Following another method it might have 
been the agreement that each member of 
the syndicate should finance the payment, 
and take up the bonds, to the amount of its 
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participation in the account. This method 
is called "divided carrying." If the account 
were arranged in this way, then each mem- 
ber would arrange its own loan at its own 
bank or banks, and the corporation, imder 
instructions, would deliver to it there bonds 
to the amount of its participation. 

If worked out by the "divided cajrying" 
method, the situation would stand this way : — ■ 



Brown & Company 
Jones & Company 
Smith & Company 
Robinson & Company 


»8,000,000 

1,500,000 

1,000,000 

500,000 

»5,000,000 

16%cfpu 
byeack 
to "to* 


91,910,000 

1,432,500 

955.000 

477,500 


S5% <^ jmrchoM pnw qf 

96.60 procured by bocA 

mmi«ronloan 

»1,62S,600 

1,217,625 

811,750 

405375 

W,058,7fitt 


♦4,775,000 

trduue price odtGnttd 
member f Tim capital 
» «p" &e bondt 
1286,600 

814,875 

14S,«50 

71,625 

•716.250 



We will assume now that the method of 
carrying the bonds has been settled as either 
*'undivided carrying," the syndicate mana- 
ger arranging the loan to carry the entire 
issue, or as "divided carrying," by which 
each member arranges its own loan and 
carries its own participation. The origin of 
these terms is obvious enough. We will as- 
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sume also, as would probably be the case 
with an issue of this size, that the joint-ac- 
count syndicate will not seek further coopera- 
tion, by arran^g an "underwriting" syn- 
dicate, but will proceed to sell the bonds 
directly to investing financial institutions and 
to individual investors. The next thing to 
settle is the selling price. Of course this was 
determined essentially before the purchase 
price was decided on. When Brown & Com- 
pany agreed to take the bonds at the price 
of 95.50, they had already come to a conclu- 
sion as to the price at which the bonds could 
probably be sold. From the price at which 
they believed the bonds could be sold they 
deducted an amount which they considered 
would pay the expenses of the business, if 
the bonds sold as readily as it was thought 
they would, and leave what, all things con- 
sidered, they would regard as a fair profit. 
In this way Brown & Company determined 
the price they were wiUing to pay for the 
bonds. they had done something toward 
arranging the syndicate, or actually had ar- 
ranged the syndicate before finally agreeing 
to purchase the bonds, the purchase price 
was determined in this way on consultation 
with the other syndicate members. 

It should be stated before proceeding that 
fecial arrangements for carrying the bonds 



DD. zed by Google 



SYNDICATES 111 

might be made other than those described. 
One member might agree for some special 
advantage, or because of some special abil- 
ity, to carry all the bonds and advance all the 
capital necessary. Or, if one member did 
not arrange to carry all the bonds, the sev- 
eral members might cany them in amoxmts 
other than the amounts of their participa- 
tions. It is safe to say, however, that only 
B very small minority of joint-accounts ar- 
range for carrying the bonds in any other 
way than those described. 

This seems a proper place to mention the 
profit or loss in interest. If the ^mdicate 
bought the bonds on a d per cent basis and 
is able to borrow at the banks at 4 per cent, 
obviously the carrying itself does not make 
an item of expense to the syndicate, but 
yields a profit to the account. If the bonds 
are bought on, say, a 4.5 per cent basis, how- 
ever, and the syndicate must pay the banks 
5.5 per cent interest on the loan, again obvi- 
ously the carrying makes an item of expense 
to the account. The street picturesquely says 
of the situation, in which the rate of interest 
paid is greater than the rate of interest re- 
ceived, that "the bonds are eating their 
heads off." 

We must return now to the question of the 
selling price. Let us assume that the syndi- 
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cate agreed to the piirchase price of 95.50 
because it believed the bonds could be sold 
at a price of 98.50, and that the bonds would 
be easy enough to sell to make the difference 
of three points cover the expense and give a 
fair profit. 

Mention of the selling price raises the whole 
issue of division of profits and the bearing of 
losses. Unless otherwise stipulated the ac- 
count will be entirely regular; that is, profits 
will be received and losses borne in propor- 
tion to the respective participations. This 
is the ordinary unlimited liability account. 
More commonly the banking houses call it 
"undivided liability." The word "unlim- 
ited" describes the situation more accu- 
rately. In an unlimited liability account profits 
are received and losses borne in proportion 
to the participations, entirely irrespective of 
the amoxmt of the securities the member of 
the syndicate may sell. 

It is the regular understanding in these 
transactions that each member of the syndi- 
cate will engage in selling the securities. 
When a banking house joins a syndicate the 
other members assume that it expects to sell 
an amount of bonds approximately equal to 
its participation. Unless a "selling commis- 
sion," which we will discuss a httle later, is 
arranged for, it makes no difference in the 
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distribution of profits or the bearing of losses 
whether the house sells bonds to several times 
the amount of its participation or does not 
sell any bonds at all. If a house which has 
been " taken aboard " does not sell any bonds, 
or does not sell bonds to an amount some- 
what approaching its participation, then 
the house is said to have been "given a ride." 
A house which fails to do its share of the sell- 
ing will suffer the penalty of being regarded 
as an undesirable associate in joint-account 
transactions and, on a frequent repetition 
of failure, will not again be invited to join. 

Assimie that this particular joint accoimt 
is successful and results within a reasonable 
lime in a sale of all the bonds at the agreed 
price of 98.50. Members of a syndicate nat- 
urally do not sell the exact amount of their 
partldipalions in any case. In the particular 
case we are discussing we will assume the 
several members sold these amounts: — - 

Brown & Company 9S,!UO,000 

Jonea & Companjr 1,000,000 

Smitli & Company 1,140,000 

Bobinun & Company 600,000 

On this transaction in selling $5,000,000 <^ 
bonds the total of the difference of three 
points, between the price at which the bonds 
were bought and that at which th^ were 
sold, amounts to $150,000. 
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Of course this is not net profit any more 
than any difference between a purchase and 
a selling price. Actual expenses of the syn- 
dicate itself amount to considerable sums. 
Such expenses must necessarily vary widely 
in different joint-account transactions. Any 
figures given here are not to be taken as typi- 
cal or even as approximating the figures of 
any account that ever existed. Like all other 
figures on the matter, they are presented 
simply to illustrate the principle and meth- 
ods of syndicate transactions. Expenses con- 
nected with delivery of the securities from 
the issuing corporation to the syndicate and 
from the syndicate to the purchasers, legal 
exp)enses, telegrams and telephone calls, cir- 
culars and advertising are a few of the many 
expenses of conducting the accoxmt. The sev- 
eral members of the account themselves bear 
all the direct cost of the selling, salaries and 
traveling expenses of salesmen, and their own 
oflBce overhead charges. 

We will assimie that diu-ing the process 
of sale the interest accruing on the bonds 
amounted to $2500 more than interest paid 
out on the loans to carry them. We use 
the word "accruing" advisedly. No interest 
may actually have been paid on the bonds 
between the dates within which they were 
sold. Since they are sold at 98.50 and interest. 
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on each sale tiie amount of interest a^xrued 
to the date of saje is added to the saJe price. 
We will also assume that all the expenses of 
the syndicate amount to $27,500. So, add- 
ing the profit from the interest account and 
deducting the expenses, the syndicate has 
left $125,000 as syndicate profits. 

Although Jones & Company did not sell 
bonds equal in amount to their participa- 
tion and the others all sold bonds in amounts 
more than their participations, the syndi- 
cate manager will distribute this $135,000 
to the several members strictly according 
to their participation. The participation of — 

Brown & Company waa 4 tenths 

Jones & Company 8 

Smith & Company S 

Bobinson & Company 1 

10 

Since one tenth of the profits is $12,500, it 
follows that the syndicate manager will dis- 
tribute to — 

Brown & Company ^0,000 

Jones & Company 87,600 

Smith & Company 25,000 

Bobinson & Company 18,500 

«125,000 

Again, we must remind ourselves that 
though these sums are profits of the syndi- 
cate, the several members cannot count them 
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as net profits. Each member has had to bear 
seUing expenses, including perhaps some ad- 
vertising, certainly oflSce overhead and the 
pay and expenses of salesmen. 

If, instead of proving a profitable transac- 
tion, the syndicate should find that it could 
not sell the bonds at 98.50, but that, on the 
contrary, financial conditions had become 
such that it could not sell the bonds for as 
much as it paid for them, what would hap- 
pen? We will assume that the syndicate 
meets such a condition of affairs. If the syn- 
dicate ia not satisfied simply to hold the 
bonds in expectation of a better market, 
when it can sell them without a loss, it can 
choose between lowering the selling price to 
one at which it can "move" the bonds now 
or distributing the unsold bonds to the mem- 
bers and dissolving the syndicate. Ordinarily 
the members will not want to continue the 
syndicate to hold the bonds for a better 
market. The better market is always prob- 
lematical and may well seem too remote. 
Some members may want to Uquidate the 
account and take tiieir loss. The syndicate 
is not so likely to lower the selling price as 
it is to distribute the bonds. Some members 
may hold the opinion that the market will 
improve and feel reluctant to take a loss. 
Various considerations will determine the 
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decision. Suppose the syndicate determines 
to distribute the bonds and dissolve. We will 
assume that it has sold $2,000,000 of the 
total issue of $5,000,000. Again, for the pur- 
pose of this distribution it does not make 
any difference how many bonds each mem- 
ber has sold; the imsold bonds will be dis- 
tributed to the members in proportion to 
their participations. To show more specifi- 
cally the working of the transaction, we will 
state an assumption of the amount of bonds 
each member has sold, and say that 

Brown & Company have sold 9200,000 

Jones & Comptm}' have sold 300,000 

Smith & Company have sold 900,000 

Bobinson & Company have sold 600,000 

92,000,000 

Robinson & Company have sold more than 
the amoimt of their participation; Smith & 
Company, almost the amount; Jones & Com- 
pany, only one fifth; and Brown & Company, 
only one tenth of their participations. Of 
the total issue $3,000,000 of bonds remain 
unsold. Just as in the case of the profits 
these will go to the members in proportion 
to their participations. Brown & Company 
will get four tenths; Jones & Company, three 
tenths; Smith & Company, two tenths. Al- 
though Robinson & Company have already 
sold much in excess of their participation. 
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they will nevertheless have to "take up" 
one tenth of the unsold bonds. So the unsold 
bonds win be distributed as follows: — 

Brown & Company must take up $1,800,000 

Jones & Company must take up (K)0,000 

Smith & Compacy must take up 600,000 

Robinson & Company must take up . . 300,000 
(3,000,000 

With an ori^n^ participation of only $500,- 
000, Robinson & Company have become re- 
sponsible for a total of $900,000 of bonds. 
On the $2,000,000 of bonds sold the ^oidi- 
cate made tiiree points between the purchase 
price and the selling price, a total of $60,000. 
Let us assume a loss on the interest account 
in carrying and expenses to a total of $30,000. 
The manager would distribute the $30,000 
net syndicate profit in this way: Brown & 
Company, $12,000; Jones & Company, $9000; 
Smith & Company. $6000; Robinson & Com- 
pany, $3000. The joint accoimt is now closed. 
The several members are carrying on their 
own account the bonds distributed to them 
and may dispose of them in such ways and 
at such prices as they see fit. 

Instead of having the syndicate distribute 
the unsold bonds, let us assiune that, after 
holding them for a considerable time, it de- 
cided to reduce the price to one at which Uie 
bonds will "move" in the existing market 



DD. zed by Google 



SYNDICATES 119 

The members of the syndicate decide that 
the bonds will sell at 94. On offering them 
at that price the syndicate succeeds in their 
disposal. A marked advance in interest rates 
undoubtedly accompanied so sharp a decline 
in the market. We have assumed, too, that 
the syndicate carried the bonds a consider- 
able period before it determined on the re- 
duction in price. So we can fairly assume 
a loss in the interest account, which we will 
place at an average of one per cent for four 
months on an average loan of $3,000,000. 
This would make a loss in interest of $10,000. 
The syndicate has sold $3,000,000 of bonds 
at one point and a half below the purchase 
price, a loss of $45,000. We will assume that 
the holding of the bonds for the joint ac- 
count has increased the total of syndicate 
expenses to $45,000. So the account has 
total costs and losses of $100,000 against 
which it can offset only the $60,000 advan- 
tage of selling price over purchase price 
made on the first $2,000,000 of bonds. Syn- 
dicate members would have to bear the loss 
of $40,000 in this way: — 

Brows & Company would atand a loss of tl6,000 

Jones & Company would stand a loas of 12,000 

Smith & Company would stand a loss of 8,000 

Robinson & Company would stand a loss of . . 4,000 

940,000 
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We should keep in mind that the syndi- 
cate apportions the losses in this way in the 
face of the fact that Robinson & Company 
sold more than their total participation at 
the full advantage of three points above the 
purchase price. It does not make any differ- 
ence in the result, either, how many each 
member sells of the $3,000,000 of bonds 
which the syndicate sells at the price of 94. 
Even if the members sell these bonds in 
amounts as disproportionate to their par- 
ticipations as the $2,000,000 they sold at 
88.50, the losses would be distributed as indi- 
cated. If it is objected that this is obviously 
an unfair situation, we may answer that the 
parties knew the kind of a transaction in 
which they engaged and its liabilities. A 
group of people, who probably know each 
other exceptionally well, are willing to ac- 
cept the hazards of fortune and take the 
chances of loss for the sake of the chances 
of gain in the cooperation. To keep this fact 
absolutely clear we can hardly too often 
reiterate that each member of the syndicate 
must add to his share of the account loss the 
large direct cost of selling. 

Sometimes a group of investment bankers 
wish to co6perate without nmning the risk 
of this unlimited liability of the regular joint 
aceoimt, "undivided," as the word is, as to 
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liability. They may in that case agree to an 
account limited or "divided" as to liability. 
Such an account would naturally also be 
divided as to carrying. Each member of the 
syndicate would take up and carry an amount 
of the bonds equal to its participation and 
would proceed to sell the bonds as if on its 
own account, except that it cannot vary 
from tiie syndicate price so long as the ac- 
count continues. Each member would be 
responsible for the expenses of the syndicate 
in proportion to its participation. Other- 
wise each member, subject to the syndicate 
price, deals with its share of the bonds as if 
they were its own, is responsible for selling, 
and enjoys the profits and suffers the losses 
of its own participation. At the close of the 
syndicate each member must take for its 
own accoimt that part of its participation 
which it has not succeeded in selling. If the 
houses of Brown, Jones, Smith, and Robin- 
son, in the transaction just sketched through, 
had formed an account divided both as to 
carrying and as to liability (limited liability), 
and, instead of the amounts before indicated. 
Brown & Company had sold $300,000 and 
Robinson & Company had sold $500,000, 
the transaction would have worked out as 
follows: — 
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Brown & Company 

Jones & Compuiy 

Smith & Company 

RobinsoQ St Company 


(2,000,000 
1,500.000 
1.000.000 
SO0.000 


«300,000 
900.000 
000,000 

soo.ooo 


Jl,700,000 

1.800.000 

100,000 

000,000 




»5,000,000 


•a.000.000 


$3,000,000 



Obviously this malces a very different show- 
ing from the regular unlimited liability trans- 
action. 

Occasionally some variations are made in 
the general form of the joint-account trans- 
action as described here. People entering 
into a syndicate sometimes make stipula- 
tions which modify the full unlimited lia- 
bility without narrowing the accoxmt to the 
strictly limited liability form. Such syndi- 
cates present possibilities of modification 
far beyond anything yet attempted in prac- 
tice. If such modifications are desirable we 
may well leave them to recommend them- 
selves. 

Before going on to a brief description of 
the management of an account, we should 
mention one way in which joint-account 
syndicates commonly modify ttxe effects of 
inequalities in selling. As we have seen, 
some members may sell bonds to an amount 
out of proportion to their participation. 
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Selling commissioDs afford some mitigation 
of these inequalities. If the account agree- 
ment provides for a commission, as it ordi- 
narily does, then the members actually sell- 
ing bonds get the stipulated commission on 
the sales to augment their profits or lessen 
their losses. Suppose a half a point selling 
commission had been allowed in the trans- 
action in which Brown & Company sold 
$200,000, Jones & Company, $300,000, 
Smith & Company, $000,000, and Robinson 
& Company, $600,000 at the price of 98.50 
and all the rest of the bonds had been dis- 
tributed. Then the $30,000 of net syndicate 
profits on the sale of the $2,000,000 at 98.50 
would have been cut down by the half a 
point on the $2,000,000, or by $10,000. The 
result would change in this way: — 



jrmw 


Whalachn- 
UmaUdilri- 


turn on 
uaUfold 


■£=- 


tribuM 


Brown t Comp«ay 

Jonei & Company 

Smith & Coimiaiir 

BobiitBoii & Company . . 


♦8.000 
6,000 
4.000 

tooo 


(1,000 
1.300 
4.S00 
8.000 


•9.000 
7.B00 
8.S00 
S.O0O 


112,000 
9.000 
6,000 
3,000 




»eo,ooo 


H0,000 


$30,000 


•30,000 



Such a statement sufficiently shows that the 
allowance of a selling commission may con- 
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siderably change the results in favor of the 
member which performs a disproportionate 
share of the work. 

Many brokers and other dealers in securi- 
ties may desire to sell some of the bonds of 
this issue. Regular clients of such brokers 
and dealers may wish to buy some of the bonds 
of the issue, but natural^ prefer to purchase 
through their customary channel. To get 
tiie benefit of such possible extension of the 
market the syndicate may allow a broker's 
commission. If the syndicate allows its mem- 
bers a selling commission, as just described, 
presumably the member whicji makes a sale 
through a broker entitled to a commission 
will have to pay the broker's conmiission. 
Since the selling member's commission we 
have assumed is one-half a point, — that 
is, one-half per cent on the par of the securi- 
ties, — the broker's commission would be 
one eighth or a quarter, — that is, that frac- 
tion of one per cent on the par of the securi- 
ties. Both the size of the member's commis- 
sion and of the broker's commission would 
ordinarily have some relation to the differ- 
ence between the price the syndicate paid 
for the securities and the price at which it 
is selling them. The syndicate estabhshed 
that difference between the purchase and the 
selling price on its estimate of probable diffi- 
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culty in selling the securities. Of course, by 
this we mean the difference originally estab- 
lished. If a change in the market forces a 
lowering of the price, or pennits an advance, 
that is quite another matter. A member 
must not share its selling commission, ex- 
cept with a broker in accordance with the 
syndicate agreement, and a broker must not 
share his commission with any one. Fairness 
to all, both that the members may have an 
equal chance to sell and that purchasers may 
all receive the same treatment, demands a 
sin^e price to all. A member or a broker 
discovered in "splitting commissions" would 
suffer an injury in reputation that would 
tend to make it diflScult to participate in 
further business of this kind. 

So far we have not considered the internal 
management of the account, but have stated 
simply its general form, liabilities, and inci- 
dents. In the details of its management a 
joint account presents a somewhat intricate 
situation. Here are several independent sell- 
ing organizations selling the same issue. All 
the bonds are deposited as collateral for a loan 
or several loans. To make delivery of any 
of the bonds to a purchaser on a sale, they 
must be released as collateral. The possi- 
bility of overselling the issue, that is "sell- 
ing short" of the bonds, must be guarded 
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against. Such matters all require careful 
attention. 

The syndicate manager ta^es charge of 
all these details of the account, keeps the 
syndicate books, and generally performs the 
service of a clearing house for joint-account 
affairs. The largest amount of detail work 
comes in arranging for the delivery of the 
bonds. Members must promptly report to 
the manager all sales of the securities. Quick- 
ness in reporting sales is essential in the busi- 
ness of selling securities. 

Consider the situation first in the case of 
undivided carrying, in which the manager 
has arranged the loan or loans to carry the 
entire issue. This offers the simplest state 
of affairs. Brown & Company are the man- 
agers. A salesman of Robinson & Company 
telegraphs to the office of his house that he 
has sold ten of the bonds. On receiving the 
telegram Robinson & Company immediately 
telephone to Brown & Company the fact 
that they have sold ten bonds. In the course 
of the day Robinson & Company have occa^ 
sion, in a similar way, to telephone to the 
syndicate manager the successive further 
sales of three, two, and five bonds. Robin- 
son & Company want these bonds the nest 
day to deliver. But the bank which has 
loaned the syndicate the funds to carry the 
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bonds has possession of all of them as secu- 
rity for its loan. It will not give up any of 
the bonds unless the syndicate reduces pro- 
portionately the amount of money it has 
borrowed. We have assumed that the bank 
loaned 85 per cent of ihe purchase price. 
Since the bonds cost the syndicate $955 per 
bond, the loan was at the rate of $811.75 for 
each bond. The manager must pay off this 
amount for each of the bonds it asks the 
bank to release. Since Robinson & Com- 
pany want twenty bonds to deliver the next 
day they must supply the manager with suf- 
ficient funds to pay for each bond. The 
amount Robinson and Company actually 
turn over may be anything between this and 
the full $985 which they will receive from 
their cUents when they deliver the bonds. 
Robinson & Company had already paid out 
of their own capital 15 per cent of the pur- 
chase price, to make up the difference be- 
tween the $811.75 that the bank loaned and 
the $955 that the syndicate paid, or $143.26 
for each bond on the amount of their partici- 
pation. By one arrangement, perhaps one of 
the simplest, Robinson and Company, for 
each bond they want to deliver, pay over to 
the syndicate manager $841.75, which is the 
sum of $985 Robinson & Company will re- 
ceive from their chent less the $143.25 they 
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have already paid. Obviously this would 
leave all the gross profits — that is, the dif- 
ference between the purchase and selling 
prices — in the hands of the syndicate man- 
ager for him to distribute at the close of the 
transaction. It would also return to the 
member capital it has tied up in the transac- 
tion from time to time as the member sells 
bonds. If the transaction should prove to be 
a very quick one, the bonds all sold, and 
the syndicate dissolved in the course of a 
week or ten days, this releasing of capital 
would not be important; but if the syndicate 
should continue for a number of months it 
would be a matter of consequence. On the 
other hand, if Robinson & Company should 
sell more than the amount of their participa- 
tion, they would, for each bond of this excess 
amoimt, have left in their hands $143.25 of 
^Tidicate capital which they would have to 
account for to the syndicate manager. 

If the syndicate agreement were that each 
member must pay to the syndicate manager 
the full selling price in order to get delivery 
of bonds, then the manager would have ac- 
cumulating, for the member's account, this 
$143.25 for each bond sold. Of course the 
manager may distribute this fimd of imneces- 
sary syndicate capital back to the members, 
from time to time as it accumulated. As 
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will be indicated later, several other plans 
are possible. Though Uie term is not com- 
monly used, the amount the members pay 
the manager in order to get bonds for deUveiy 
is sometimes called the "take-down price." 
Often it is stated simply that the member 
*'pays" the manager for the bonds. 

We have assumed the situation of an ac- 
count undivided as to carrying, in which all 
the bonds are carried by a loan arranged by 
the manager. If the syndicate has divided 
the bonds for carrying purposes and each 
member has arranged the loan for the amount 
of its own participation, deliveries to pur- 
chasers would be made only through notifi- 
cation to and instruction from the mana- 
ger. In this way the manager keeps entire 
control of the account and can adjust the 
amount of bonds each member is carrying 
in proportion to that member's participa- 
tion. Members must report all sales to the 
manager promptly, aa in the case of the un- 
divided carrying account. The manager will 
either direct the member to make delivery 
from bonds the member is carrying or will 
procure bonds from some other member lor 
the member who has made the sale. If the 
member makes delivery from the bonds it is 
carrying, it wiU be accountable to the syndi- 
cate manager for the dtfiference between the 
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purchase price, which the member has already 
paid, and the price at which the bonds are 
sold. If the manager wishes to supply the 
member which has made the sale with bonds 
for delivery from those which some other 
member is carrying, then the manager will 
call on the selling member to pay just the 
same as in the case of the undivided carrying 
accoimt, and, of the money so paid in by the 
selling member, the manager will pay over 
to the carrying member, from which the 
manager wants to take the bonds, a sum 
equal to the purchase price of the bonds, 
which is the amount the carrying member had 
borrowed and advanced to carry them. The 
carrying member then has the funds to pay 
off the pro rata of its loan and is reimbursed 
for the pro rata of the capital advanced for 
the syndicate operation. 

To recapitulate, let us take the case of the 
first account presented. We assumed that 
the syndicate sold all the bonds at the full 
price of 98.50 and that the syndicate expense 
totaled $27,500, of which profit on the inter- 
est account reimbursed $2500. Assume that 
this account was undivided as to carrying 
and that the members were to pay the man- 
ager the full selling price when calling for 
bonds to deliver. Then, taking a single bond 
as the unit transaction, we get these results: 
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Selling price which members 
paid to manager when tbey 
took bonds for delivery 9985.00 

Manager used to pay off pro 
rata at loan at bank in order 
to release bonds from col- 
lateral 811.75 

Manager pays back to mem- 
bers their contribution to the 
syndicate capital liSJiS 

Manager uses to pay syndicate 
expenses, which totaled 827,- 
£00, less $2500 made on in- 
terest account, or $25,000, 
i.e., for each of the SOOO bonds 
of the issue fi.OO 

Seller's commission £.00 

Syndicate profits distributed to 
members in proportion to 

their pattic^ations __ 80.00 

9S8S.00 

All the conditions governing tie conduct 
of the account are not necessarily determined 
at the time the syndicate is formed. Ordi- 
narily only absolutely necessary matters are 
stipulated at the time the members agree to 
join. After the formation of the syndicate 
the members hold a meeting to settle such 
further things as need to be determined. 
Even so important a consideration as the 
exact selhng price may be left to this meeting. 
The several banking houses joining in the 
account will not sign a formal legal document 
drawn up by their lawyers. They will 
simply confirm by an exchange of letters the 
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understanding arrived at in the formation <A 
the account and in the subsequent meeting. 

Our discussion of the account has shown 
in a general way the powers and duties of the 
manager. We assumed, what would ordina- 
rily be the case, that the member who had 
control of the issue, or who was most inSu- 
ential in forming the syndicate, became 
manager. Such an account as we have dis- 
cussed has really the characteristics of a 
partnership and the manager would in no 
sense be a dictator. Each member would 
have an opportunity to exert an influence in 
determining the conduct of account affairs. 
Naturally the manager would keep the books 
of the account and attend to the distribution 
of profits or apportionment of losses. 

Showing the informal manner of the or^ 
ganization of such a syndicate as we have 
described these letters might be the only evi- 
dence in writing of its terms: — 

Ju|7 Stfa. 1916. 

Messes. Jones & Company, 
Dear Sirs: — 

We are writing to confirm our conversa- 
tion of this morning to the effect that you will 
join Smith & Company, Robinson & Company, 
and ourselves^ a joint account for the purchase 
and sale of $5,000,000, Central & Western R.R. 
Co. 5%. 20 year bonds due August Ist, 1936, tor 
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which a price of 95.50 and interest will be paid to 
the corporation. New York delivery and payment. 

You are taking a participation of $1,500,000 in 
the account. 

We are to be manager of the account. 

The account will be divided carrying, unUmited 
liability. The rules for the conduct of the account 
will be agreed on at a meeting of the syndicate 
members to be held as soon as possible. 

Will you please let us know if your understand- 
ing of our agreement is in accord with this letter? 
Very truly yours, 

BbOWN Si COUFANT. 
July 0th, 19IS. 

Messrs. Bbowm & Cohfant, 
Dear Sibs: — 

Your letter of the 8th inst., referring to 
the joint account for the purchase of Central & 
Western RJl. Co. bonds, correctly states our 
understanding. 

Very truly yours, 

Jones & Company. 

July lOUi. lOlS. 

Messrs. Jones & Comfant, 

DsARSiRa: — 

We are writing to confirm the under- 
standing for rules of the account entered into at a 
meeting held at our office this morning of the 
members of our joint EMicount in Central & West- 
era K.R. Co. bonds. 

We determined that the selling price should 
be 98.50 and interest. A member shall have a 
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selling commission of a half and may allow a 
broker's commission of a quarter. Expenses of a 
member for purposes of the account shall be de- 
ducted from the amount allowed him aa commis- 
sions. Delivery shall be only on the manager's 
order and on receipt by him of the selling price 
and interest without allowance for commissions. 
Members may offer and sell the bonds without 
restriction as to territory. All advertising shall 
be done and circulars prepared and printed by the 
manager at the expense of the account in the 
name of Brown & Company, Jones & Company, 
Smith & Company, and Robinson & Company, 
in the order stated. Unless earlier terminated by 
agreement the account shall continue until aJl the 
bonds are sold. 

Will you please confirm this understanding of 
the rules of the account? 

Very truly yours, 

Brown & Compant. 

Juijr 11th. igi«. 
Messrs. Bbown & Compact, 
Deab Sirs: — 

Your letter of the 10th inst., referring 
to the rules of the joint account for the purchase 
of Central & Western R.R. Co. bonds, correctly 
states our understanding. 

Very truly yours, 

Jones & Compant. 

Since these syndicate' transactions are 
regularly entered into and carried out in 
good faith, and the parties are thoroughly 
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familiar with them, serious difficulties seldom 
arise. The agreements, however, might well 
be more fully expressed. 

Notice that these letters say that the mem- 
bers may offer and sell the bonds without 
restriction as to territory. If banking houses 
located in different cities compose the syndi- 
cate, the agreement sometimes restricts the 
selling of each member to that member's 
special territory. Assuming that Brown & 
Company have their principal office in New 
York City, Jones & Company in Boston, 
Smith & Company in Philadelphia, and Rob- 
inson & Company in Chicago, then Jones & 
Company might have all of New England 
reserved for them, Brown & Company have 
the City and State of New York and northern 
New Jersey; Smith & Company, the State 
of Pennsylvania and southern New Jersey; 
Robinson & Company, Ohio, Illinois, Michi- 
gan, and Wisconsin. Any member would be 
free to sell in the unrestricted territory. Un- 
der such an arrangement the syndicate might 
agree that each member should do its own 
advertising and in its own name only. Gen- 
erally syndicates do not restrict their mem- 
bers territorially. The larger houses have 
offices in several cities and find their clientele 
over a rather large area. If their territory 
were restricted they would not be able to 
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exert their full selling power. Besides, it is 
rather problematic&l how many more bonds a 
house would sell by reason of having reserved 
territory. 

Unless otherwise expressly stipulated the 
syndicate comes to an »id when its purpose 
is accomplished by the sale of all the securi- 
ties. By mutual agreement the account may 
be closed at any time, and the agreement 
forming the account ought to stipulate that 
the vote of a majority, or a majority in inter- 
est, should govern for this as well as for other 
questions that may arise. 

Kecapitulating the conaderaiions entering 
into the formation and carrying out of a 
joint-account transaction, we may consider 
it then as represented by the agreement form- 
ing the account and the supplementary agree- 
ment providing for what we may call idie rules 
of the account, and summarize them by an 
outline of the mattens that need be taken 
care of. 

Agreement forming the Aeommt tliovld provide Jor these 
Matters:— 
1. Name. 

The name or names in which the purchase 
is made and the order in which they are to 
appear. 
*. Purchase price. 
9. Carrying. 

Divided, undivided, or special. 



DD. zed by Google 



SYNDICATES 1ST 

4. LuUiitity. 

Unlimited, limitedt or limited but unlim- 
ited as to selling; and option to limit and 
proportional lessening. 

All other matters of the account are to be 
provided for in rules of the account caressed 
in a supplementary agreement. 

Rviet Off ^ AeemaU ahotdd pnmdefor: — 

1. Selling price. 

2. Broker's eommission. 

5. Member's selling eommiaaion. 

^all there be any at all? 

If a conmiission, shall it begin at once? 

Or only after the member has sold his 
proportion? 
4. Duration of aecount. 

To continue until seciuities are sold, un- 
less sooner terminated by agreement of 
members. 

To continue for a definite period and to be 
terminated at the end of that pmod, unless 
members agree to extend, 
ff. Toke-doum price. 

Selling price. 

Or selling price less member's commission. 

Purchase price less any pro rata already 
paid by members. 

Selling price less any pro roia already paid 
by members. 

Sellir^ price less commission and any pro 
rata already paid by members. 
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6. Ddmery. 

Only on manager's order. 
Wiliout manager's order. 

7. TerHtory. 

Unrestricted. 
Restricted. 

8. Advertising. 

By manager in name of all at expense of 
account. 

Or by each in the name of all and at his 
individual expense. 

Or by each in his own name and at his 
own expense. 

Since a joint account is one of the common- 
est transactions with our bond houses, it 
speaJts well for the general good faith and 
mutual understanding with which these un- 
dertakings are carried out that the cases 
which express the law appUcable to them do 
not arise out of the joint accoimts of the bond 
houses. Such cases have their origin in almost 
any other form of endeavor carried on by 
joint effort. In its legal aspects the joint 
account comes under the special classifica- 
tion of "Joint Adventure." So far as it is 
discussed in general treatises on the law it is 
dealt with in works on "Partnership." Even 
the most extensive of these works, however, 
hardly more than mentions it. 

A joint adventure, or "joint accoxmt," as 
the bond houses call their particular form of 
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joint adventure, may, indeed, properly be 
considered as a special form of partnership, 
and the legal considerations governing it may 
be considered as differing from those of the 
general law of partnership only as the special 
nature of joint adventure requires them to 
differ. 

Frequently the cases point out, by way of 
stating a general principle to cover some 
special point in issue, that, though a joint 
adventiu^ is not in a strict legal sense a co- 
partnership, the rules of law applicable to 
the partnership relation govern the rights and 
duties of those jointly engaged. 

Ordinarily, in the cases of joint adventure 
the rules of a general partnership apply to 
the questions involved, and the court prop- 
erly limits itself to the remark that, though a 
joint adventure is not fully a copartnership, 
the law of partnership applies. The court has 
no occasion to discriminate more precisely. 
However, some of the distinctions are in- 
teresting and important. Since the general 
treatises afford httle help to a clear under- 
standing of the law of joint adventure as ap- 
phed to the joint account, it may be helpfiU 
to present a brief discussion of some of the 
legal issues involved in the entering into, and 
conduct of, a joint-account transaction. 
. Though in applying the analogy of the 
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law of partnership to joint adventurers the 
courts are careful not to say that a joint ad- 
venture is a partnership, nevertheless, the 
seeker finds upon a search through the cases 
that the precise differences from a partnership 
are somewhat elusive. 

The essential partnership nature of joint 
adventure is dwelt upon because of its bet- 
ing on the matter of liability. Members of a 
joint account have, as to third parties, — 
that is, as to those with whom the aecoimt 
deals, — the general liability of partners. A 
stipulation in the agreement for the account 
that they are not acting as partners has sim- 
ply the effect of calling attention to the fact 
that the transaction is a joint account, with 
whatever limitations on the general law of 
partnership such fact may imply. 

The most important difference in the legal 
asi>ects of a joint adventure and a partner- 
ship seems to lie in a limitation, in the case of 
the joint adventure, of the doctrine of agency 
as applied to partnership. Speaking broadly, 
a person dealing with any member of a part- 
nership may consider that member the agent 
of the partnership for all purposes of the part- 
nership business. Any partner can bind his 
copartners in any transaction within the scope 
of the partnership. Obviously the scope of a 
joint account is limited to the specific puiy 
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poses of the account. Apparently any one 
dealing with the syndicate — that is to say, 
with a party to the joint account purporting 
to act on behalf of the joint-account syndi- 
cate — is boimd to know the specific purposes 
of the syndicate transaction and cannot hold 
the syndicate Uable on an undertaking out- 
side tbe scope of those specific purposes. This 
doctrine is carried far enough to involve, per- 
haps, a real distinction between a joint ad- 
venture and an ordinary partnership formed 
to carry on a business of a specific and limited 
kind. 

Suppose our corporation, instead of having 
$5,000,000 of bonds to sell, must, in order 
to meet its capital requirements, dispose of 
$25,000,000. Our syndicate of Brown & Com- 
pany, Smith & Company, Jones & Company, 
and Robinson & Company may be in a posi- 
tion successfully to negotiate the purchase of 
the issue, but may not want to imdertake to 
sell so large an amount. Distributing such 
an issue, to its ultimate lodgment in the hands 
of permanent investors, involves a really tre- 
mendous effort. Because one can say " a mil- 
lion dollars" as readily as saying "a hundred 
dollars," any sense of the i:eal magnitude of 
the sum involved in the larger figure easily 
eludes one. If the permanent investors should 
each take $5000 of the bonds, on the average. 
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the bankers would have to find 5000 investors 
who may be induced to prefer this particular 
investment rather than one of a hundred of 
others equally available at the same time. 
The number of people who are in a position 
to invest $5000 at one time is very limited. 
So, though a few financial institutions may 
buy the bonds in larger blocks, probably the 
$5000 average is too high rather than too low. 

Our syndicate, however, does not want to 
lose the opportunity to do business. In or- 
der to undertake this particular piece of busi- 
ness it must secure cooperation on a much 
larger scale than is aflforded by these four 
houses working together. They must get the 
fuU advantage of Uie client^es of numerous 
houses. 

In order to get this larger co5peration more 
houses must be taken into the syndicate. But 
Brown & Company and their associates feel 
that they can get some return and are en- 
titled to it for their business advantage in 
being in a position to buy the bonds and for 
their work in organizing a syndicate of the 
size necessary to handle so large a transaction. 
So they first decide to form a syndicate com- 
posed of the four houses in order to purchase 
the bonds from the corporation and to sell 
them to another syndicate which they will 
organize. Of course, too, if they actually 
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effect the purchase before tJiey complete the 
organization of the second syndicate, they 
are assuming a risk for which they are entitled 
to compensation. 

To distinguish the general nature of the 
two syndicates, we call the first a "joint 
account" and will call this second syndicate 
an "underwriting syndicate." It would be in 
the interests of clear expression not to use 
the term "syndicate" in connection with 
joint accomits, but to confine its use to the 
underwriting. As a matter of fact, on the 
street these terms are used interchangeably, 
with a tendency, however, to make the dis- 
crimination we have indicated between the 
terms "joint account" and "underwriting." 
On this matter of nomenclature I have re- 
marked elsewhere : ^ 

The term "joint account" implies, in securities 
transactions, an undertaking entered into by the 
parties for the purchase and sale of securities, in 
which the rights and liabilities of all the parties are 
essentially the same in proportion to their inter- 
est. This is in distinction from an "imderwriting 
syndicate" in which the parties are not on the 
same basis, or rather, in which, strictly speaking, 
there are two accounts. It seems desirable to 
reserve the terms "syndicate" and "underwriting 

' Report by the writer to the Investment Bankers' As- 
sociatjon of America on " Joint Account Letters and Forma, 
and Some Considerations of the Law of Joint AccoimL" 
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agreement" for this form of undertaking and use 
only the words "account" or "joint account" 
for undertakings of the kind discussed here. It 
seems also desirahle to keep the terms ''sub- 
scribers," "subscriptions," and "underwriting" 
for the syndicate agreement and use the terms 
"members" and "participations" for the joint 
account. 

We will assume that the ori^nal syndicate 
bought the bonds for 95.50 as before, and we 
will also assume that it sells them to this 
second syndicate at an advance of one point, 
or at 96.50. Again warning i^ould be given 
that any figures stated in the discussion must 
not be taken as typical. In practice the fig- 
ures vary widely and in the discussion specific 
figures are stated merely for the sake of clears 
ness. In organizing the second syndicate the 
members of the original group, in becoming 
members of the second, must clearly state 
that they are making this profit. Since the 
relationship of parties to a joint adventure is 
of a fiduciary nature, they must exercise the 
utmost good faith towaid each other. One 
may not make a secret profit. So the state- 
ment of the profit of the original account 
regularly appears in the underwriting syn- 
"~dicate -agjyement. Members of the original 
account could not well avoid, if they would, 
making substantial subscriptions to the un- 
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derwriting. They must do this to show their 
belief in their own undertaking. Though they 
might have the fullest confidence that the 
undertaking by the second syndicate would 
result in all the anticipated profits, they 
might, for perfectly good and proper reasons, 
prefer to stay out of the underwriting. They 
might be able to employ their capital in some 
matter that promised better returns than 
those to be anticipated from the most suc- 
cessful result of the imderwriting. Naturally, 
however, the people who are invited to sub- 
scribe would be suspicious of the proposal if 
the people who are extending the invitation 
failed to be among those subscribing. 

Although joint-account agreements are 
ordinarily informal, — just an exchange of 
letters, as already indicated, — underwriting 
agreements, on the other hand, are ordinarily 
formal. The number of subscribers makes the 
full formal statement more important for the 
avoidance of misunderstandings. Generally 
the houses organizing the underwriting syndi- 
cate hand, or mail, to those whom they are 
inviting in, a copy of the subscription agree- 
ment, and each subscriber signs a separate 
copy. It wilt not do, in discussing syndicates, 
or indeed almost any other topic in the sub- 
ject of "Corporation Finance," to speak in 
general terms without some express reserva- 
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lion. Sometimes imderwritings of very large 
amounts, involving a considerable number of 
subscribers, are the most informal. When it 
becomes known that a syndicate is about 
to purchase a large issue of securities, repre- 
sentatives of other houses, which enjoy busi- 
ness relations with one or more of the pur- 
chasing houses, are likely to telephone and 
ask that they be put down for a certain 
amount. This subscription will generally be 
acknowledged by mail, but the letter will not 
state any of the terms of the agreement other 
than naming the subscription price. 

If the subscriptions received total more 
than the amount of the whole issue, some or 
all of the subscribers will be scaled down in 
the "allotment." By "allotment" is meant 
the formal acceptance of the subscription. 
The subscription blanks which have been sent 
out contain a stipulation reserving the right to 
reject all or any part of the subscription. In 
legal terms sending out \he application blanks 
is a mere bid for an offer; signing and sending 
them in constitutes the oflEer. Since the offer 
is for all or any part of the amount applied for, 
the allotment of less than tiie full amount 
constitutes an acceptance in accordance with 
the terms of the offer and completes the con- 
tract. 

In forming the underwriting syndicate the 
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members of the original syndicate become 
managers of the second syndicate. Or it may 
be that only one of the members of the joint 
accomit, or first syndicate, becomes manager 
of the underwriting syndicate. TTie manager 
of the underwriting syndicate has much more 
power than the manager of the joint account. 
For one reason this is necessary because of 
the larger numbers of the second group. An 
expression of opinion cannot be had so read- 
ily from so many people. The second syndi- 
cate may have up to say two himdred sub- 
scribers. Since the size of the issue makes the 
whole' situation more difficult to handle, some 
central authority must have the power to act 
quickly. The group that formed the joint 
account presumably comprises houses with 
more capital and wider reach. They are more 
powerful houses and are in a position to im- 
pose terms. 

The power of the manager or managers of 
an underwriting syndicate often extends to 
making or changing the selling price, and in a 
general way the manager or managing group 
directs the policy of the business as well as 
takes care of the details. As one of the cares 
of the position the manager will have the duty 
of protecting the market. Until the syndi- 
cate has disposed of the entire issue, it is of 
course essential that no bonds should be 
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offered for sale at less than the price at which 
the syndicate offers them. If sales in the 
general market are reported at a lower price 
the syndicate natur^y cannot command 
the price it has set. 

Since the syndicate sold in the first place 
at its price all the bonds that have been sold, 
one might well inquire who has any bonds of 
the issue to sell at a lower price. People 
often purchase bonds on a new offering in the 
belief that the particular bond at the price, 
with the particular issuing houses back of it, 
under the existing general conditions of the 
market, will be in such demand that the issue 
will all be purchased at once and the price in 
the general market will go up. When such 
people have purchased and have seen that 
the securities were not all sold at once on 
issuance, they know that their speculative 
hopes will not be realized promptly. Since 
tfaey bought as a speculation and cannot 
make the immediate profit, they prefer to sell 
at once at such loss as may be necessary 
rather than keep their capital tied up and run 
the risk of further loss. So they promptly 
turn around and offer their bonds on the 
market. Such a throwing of securities back 
on the market makes one of the dangers of 
the ^rndicate transaction. Avoiding such a 
situation so far as possible, and taking care , 
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of it when it does arise, comprises a large part 
of the strategy of any imdertaking to market 
an issue of securities. When securities are 
offered at less than the syndicate price, the 
only thing the managers can do to protect the 
market is to buy in such securities. The man- 
agers will usually try to trace the source of 
the selling and generally will succeed in the 
endeavor. They will make a mental note of 
who the seller is and when he wishes to pur- 
chase securities of some future issue which is 
oversubscribed the managers will not favor 
him in allotting the bonds. 

Some one may wonder how the managers 
can find out who the seller is. Ordinarily such 
a seller would place his securities in the hands 
of a broker to sell and the broker would not 
disclose — "give up," as the phrase is — the 
name of his principal. But every bond has 
printed on it the particular number it bears 
in the issue. When the managers delivered 
the bonds to the selling house they noted in 
their books the numbers of the bonds deliv- 
ered. In turn the selling house noted the 
numbers of the bonds it delivered to each 
purchaser. So when the managers buy in 
some bonds to protect the market they can 
look for the numbers and always trace the 
transaction through to the first purchaser. 
If the first purchaser is a broker, who has just 
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passed the bonds on to his principal and taken 
the broker's commission to which he is en- 
titled, he may, and probably will, refuse to 
name the principal. The broker has run into 
trouble through his dealings with his prin- 
cipal and next time may be a little more cau- 
tious in dealing with him. Besides the check 
the managers have through the numbers on 
the bonds, they may trace the source of 
the selling through many indications readily 
apparent to a man skilled in the practices of 
the street. 

Some recent syndicate agreements have 
sought to guard against speculative purchases 
by providing that the selling house shall be 
responsible for the character of its sales. 
Under such an agreement, if a house has made 
a sale to a man who turns out to be a specu- 
lator who throws his securities back on the 
market, the syndicate manager has the au- 
thority to buy the bonds in at the price at 
which they are offered, turn them back to the 
selling house, and charge up against the sell- 
ing house, as a loss to be borne by it, the dif- 
ference between the price at which the man- 
agers bought the bonds in and the full price 
at which the syndicate holds them for sale. 
The possibility of having to bear the full bur- 
den of such a loss would tend to make a 
member house very careful to get the bonds it 
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sells into the hands of purchasers who are buy- 
ing for investment. At the time of writing 
one cannot foresee whether this experiment 
will succeed and the provision be increasingly 
used, or whether the difficulties of the situa- 
tion are such that a provision of this kind will 
come to be regarded as undesirable. 

Very large investors in securities may be- 
come members of joint accounts or subscribe 
to imderwritings in order to get the advan- 
tage of the lower price in their purchases of 
securities. It is understood that these par- 
ticipations are for investment. When the 
syndicate takes deUvery of the securities 
from the issuing corporation, such partici- 
pants pay for and take up the amount of their 
participation. Such a transaction is called a 
"withdrawn participation." Whatever the 
arrangement as to other participants, as to 
an individual or institution taking a with- 
drawn participation, the transaction would 
be a strictly divided or limited liability ac- 
count. The other members of the syndicate 
get the advantage of having that amount of 
the securities taken absolutely out of the 
market. Owing to certain abuses, which it 
was believed had crept into the practices of 
insurance companies in taking advantage of 
such participations, the State of New York 
made it illegal for tiiem to engage in syndi- 
cate transactions. 
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We have discussed the formation of the 
underwriting syndicate as if there were al- 
ways two syndicates whenever an interme- 
diary makes, or attempts to make, a profit 
between the price received by the corporation 
and the price paid by the underwriters. 
Really, one of the several largest of the invest- 
ment banking houses — the few investment 
bankers sometimes called the wholesaling 
houses — often occupies the position we 
have described as taken by the first syndi- 
cate in the underwriting transaction. These 
wholesaling houses occupy their position by 
reason of their capital, their credit resources, 
and the influential positions they occupy both 
with the large issuing corporations and with 
the dealers in securities, who are in direct 
touch with nearly all the frequent buyers of 
securities for investment in the country. 
They also have foreign connections in one or 
more of the European financial centers, — 
London, Berlin, Frankfort, Amsterdam, 
Paris, — and have been able to take some, or 
all, of an issue out of this market entirely. 

Usually, on the sale of the securities held 
by an underwriting, the syndicate advertises 
them for sale in several cities simultaneously. 
Often these advertisements say that on such 
a day up to such an hour, or up to such an 
hour of such a day, subscriptions will be 
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received for the purchase of securities of the 
issue. Either phrase means that subscrip- 
tions will be received immediately and re- 
corded. K, by the stated hour, the appUca- 
tions are greater than the amount, the issue 
is oversubscribed. The syndicate managers 
then proceed to allot the securities. Just as 
in the case of the allotment to the subscribers 
to the underwriting syndicate, the managers 
may not allot, in exact proportion to the 
subscriptions, to those who have applied to 
purchase the securities. The managers will 
especially favor the smaller subscribers. The 
presumption is greater that they are purchas- 
ing for permanent investment rather than for 
speculation. Usually they make the best 
possible purchasers of securities from the 
distributor's standpoint, because they buy 
to keep. The securities are lodged away and 
only infrequently wiU come out on the market 
to add to the floating supply and to tend to 
keep the price down. The distributors must 
keep the general market price up to the price 
they are asking while they are distributing 
the securities. They earnestly want the price 
to stay up and, better, to advance after they 
have sold the entire issue and have notJiing 
further to gain or lose directly. But these 
investment bankers want to bring out an 
issue of securities another day, and nothing 
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is a better silent selling argument than the 
fact that the clients to whom they are ap- 
pealing made money from an earlier purchase. 
So, in making the allotments of an over- 
subscribed issue, the managers favor those 
whose purchases will make for the best future 
for the issue. 

Sometimes when the market is strong and 
a new issue catches the attention of the in- 
come-buying public as a particularly attrac- 
tive investment, many people will surmise 
that the issue will be largely oversubscribed, 
with a consequent scaling down in the allot- 
ments; and in order to get as large an amount 
as they really want, they will subscribe for a 
much lai^r amount of the security than they 
want, in order to get, if possible, approxi- 
jnately the amount they actually do want. 
Such applications, representing an anticipa- 
tion of scaled allotments, account for most of 
the very large oversubscriptions on the pub- 
lic offering of securities. If the syndicate 
fails on the public offering to sell all the 
bonds, the business takes the usual course 
already described. Some time necessarily 
intervenes between the agreement to pur- 
chase, when the price is agreed to on existing 
market conditions, and the offering of the 
bonds to the public. Even if the purchasing 
bankers correctly estimated market condi- 
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tions at the time of the purchase, conditions 
sometimes change rapidly, and on the offering 
the pubUc may take only a small percentage 
of the issue. An attempt to sell the bonds at 
the syndicate price may result unsuccessfully, 
and the subscribers to the underwriting may 
have to take up nearly all the bonds and 
ultimately sell them at heavy losses. 

Sometimes the issuing corporation appears 
as offering the securities on the public sale, 
or pferhaps the syndicate managers on behalf 
of the corporation. In such a case the sub- 
scribers to the underwriting, instead of being 
in the position of owners of the issue, and sell- 
ing it on their own account, are in the position 
of guarantors who are insuring the success of 
the sale. If the public does not buy all the 
bonds the subscribers to the imderwriting 
must take up the unsold balance as pur- 
chasers. The term "underwriting" accords 
more strictly, perhaps, with the position of 
a guarantor syndicate insuring the success 
of the sale. The street uses it, however, 
without any discrimination between the two 
methods of handling the transaction. Both 
methods come to the same results. 

Our discussion of syndicate transactions 
has assumed some specific figures for the sake 
of clearness. One must not suppose, however, 
that amounts alone govern the adoption of 
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the method of handling the transaction and 
determine whether only one banking house 
shall be concerned, or more than one, or 
whether there shall be one or two syndicates 
between the corporation and the investor. 
The size of the issue in relation to the capital, 
seUing power, and other commitments of the 
banking house or houses does determine. 
An amount of $100,000 of securities or less 
might well afford the basis of a joint-account 
transaction. With only a little more than 
that amount an imderwriting syndicate might 
take the securities over from an original joint 
account. Sometimes a banking house which 
has subscribed to an underwriting may pro- 
ceed to form a joint account of its own to 
handle its allotment of the issue. Any dis- 
cussion can give only a general idea of these 
joint undertakings for the sale of securities. 
They shade into each other in a way that 
ieludes precise description. Their purpose, 
the one thing common to all, is to join finan- 
cial resources and selling power sufficient to 
provide the amounts of capital required from 
time to time by the magnitude of economic 
enterprises. 
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LISTING ON THE STOCK EXCHANGE 

If a corporation shoiild list an issue of its 
securities on the Stock Exchange, it would 
not, merely by so doing, provide any funds 
for itself. So far as listing alone is concerned 
the corporation by the mere authorization 
of the securities has accomplished as much 
toward procuring capital. Listing securities 
does not sell them ; it only provides one means 
for making a market in them; that is, afford- 
ing an opportunity for holders to sell thetn , 
after they have been sold in the first instance. 

We have already discussed the imijortance 
of having a market in an issue of securities. 
An active course of Stock Exchange dealings 
affords a quick and close, a free and open 
market, practically the best market iK>ssibIe. 
For reasons stated in the first volume (p. 205) 
the New York Stock Exchange offers little 
advantage for creating a market in small 
issues, and purchasers of securities of small 
bsues do not expect to have them listed there. 
Investors do expect to see large issues' listed 
on the Exchange, and with the largest issues 
expect an active course of dealings there. So, 
when bankers are offering a large issue for 
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sale, they announce that application has 
been made to list the issue on the New York 
Stock Exchange. 

They have not already Usted it at the time 
of offering the security for sale for one or both 
of two reasons. The undesirableness of hav- 
mg the security listed during the time the 
bankers are engaged in selling it has already 
been indicated. Such a listing offers a com- 
petitor a special advantage in trading pur- 
chasers out of the security, and a special 
opportunity for the speculative purchaser 
to close out his speculation. If the issue is on 
the Stock Exchange list while the banker still 
has part of the issue to sell, its appearance 
there will .greatly increase the diflficulty of 
protecting the market. At the same time it 
is possible for the bankers, especially with a 
somewhat speculative issue, by developing a 
course of trading, to utilize the Stodc Ex- 
change in disposing of securities. By buying 
in enough to protect the market, and by 
taking advantage of the buying of others 
at or above the price at which the bankers 
are willing to sell, they may dispose of a large 
part of an issue by means of the Stock Ex- 
change market. 

Besides the diflBculty of protecting the 
market as a cause for delay in listing, the 
bankers and their counsel may not have had 



DD. zed by Google 



LISTING ON THE EXCHANGE »0 

an opportunity to bring the matter before the 
Stock Exchange authorities in time to have 
the issue listed before offering it for sale. As 
we shall see before the discussion is ended, the 
preparation of an apphcation for hsting re- 
quires a large amount of work in itself. AU 
the other work of preparing the issue, getting 
the proper resolutions of the corporation, 
drawing up the trust deed, may have kept 
counsel imder such pressure that they could 
not attend to any further matters. The bur- 
den of meeting the hsting requirements is 
likely to fall on them. The Stock Exchange 
authorities require that applicants for listing 
submit specimens of all securities to be lifted. 
It takes some time for the engraving concern 
doing the mechanical work of preparing and 
printing the issue to present a specimen for 
the Exchange authorities to examine. This 
would be true even for an interim certificate, 
or subscription receipt as the Stock Exchange 
Committee terms it, representing the defin- 
itive security while it is in course of prepara- 
tion. Bankers frequently utilize such interim 
certificates, it may be remarked, to make de- 
livery when they offer the issue for sale. 
Often the definitive certificate of stock, but 
more especially the definitive bond, — that 
is to say, the final pieceof paper to represent 
the security, — cannot be prepared in time 
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for the bringing out of the issue. Time is of 
the essence when the bankers are bringing 
out a new issue. Financial conditions often 
change rapidly. Capitalists may be in an in- 
vesting mood for the present but in the im- 
mediate future may refuse to purchase any- 
thing. The bankers must take no chances of 
losing their market. This fact explains the 
interim certificate, and would be sufficient 
often, if there were no other reason, to ex- 
plain the failure to have the issue listed by 
the time it is brought out. 

Once the issue is sold and the listing is com- 
plete, the bankers will have to watch the 
market until tliey are sure that the course 
of dealings is well established. During the 
process of sale they will have done everything 
possible to build up a market as described 
in the preceding discussion of raising funds 
through the banking houses. Building a 
market, in the sense of establishing a course 
of trading, is much like building an arch; if 
the process is complete the market will sup- 
port itself. A buying demand will exist suf- 
ficient to meet without breakdown any pres- 
sure to sell. The bankers who brought out 
the issue can now welcome the speculators; 
every speculative purchase and sale means 
one more transaction to help make the mar- 
ket more active and therefore more stable. 
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Though this is not the place to discuss the 
function of speculation, we may remark that 
the result of speculation resembles the effect 
of a gyroscope in its stabiUzing power. 

Listing does not cost heavily in tiie direct 
charge imposed by the New York Stock Ex- 
change. The Exciiange exacts a fee of only 
$50 for each $1,000,000, or fraction, of the 
par value of securities, or, in the case of stock 
without par value, $50 for each 10,000 shares. 
The expense of complying with the require- 
ments of the Exchange in the furnishing of 
information would substantially increase the 
total cost. Besides the costs, which, once met, 
do not recur, the corporation will have to 
bear the continuous expense of maintaiiling 
a transfer agency and a registrar of transfers 
in the Borough of Manhattan, New York 
eity. 

From the standpoint of Uie work of the 
Exchange this requirement of maintaining a 
transfer agency and a registrar of transfers 
conveniently near is most important. "With 
the volume of transfers necessary as a result 
of active dealings it would be impossible to 
put through the business if every time a 
transfer were required the certificate had 
to be sent out of town. This applies with 
greater force to the American exchanges, 
with their daily setUements, than to the 



DD. zed by Google 



162 CORPORATION FINANCE 

foreign exchanges, with their settlements at 
longer periods. Since any real Stock Ex- 
change activity in the securities of a corpo- 
ration requires an organization to take care 
of the transferring anyway, the matter of the 
location does not work greatly to the disad- 
vantage of the corporation. Some of the 
transfer agencies for the largest and most ac- 
tive issues are considerable, and, in active 
times, very busy organizations. Their work 
and problems deserve a more extended de- 
scription than we have space for. It is hardly 
necessary to say that the Stock Exchange sees 
to it that the registrar of transfers forms no 
part of the same organization as the transfer 
agency. A trust company regularly attends 
to the duties of registrar. If transactions are 
not numerous, another trust company may 
perform the duties of transfer agent. Prin- 
cipal and interest of listed bonds and divi- 
dends on stock must be made payable at the 
office of the transfer agency. The corpora- 
tion must not change its transfer agency or its 
registrar of stock without the approval of the 
Stock Exchange authorities. 

The corporation must agree to publish and 
submit an annual report to its stockholders 
at least fifteen days before its annual meeting. 
This report must show an income account and 
balance-sheet and an income account and 
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balance-sheet of all constituent, subsidiary, 
owned, or controlled companies, and must 
contain a statement of the physical condition 
of the corporation. This requirement of 
annual publicity, together with the amount of 
information demanded at the time of listing, 
has proved an obstacle to the listing of the 
issues of some corporations. Doubtless the 
desirability of listing has overcome the un- 
willingness of the managers of otiier corpora- 
tions to furnish such information. The cor- 
poration must agree also not to dispose of its 
stock interest in any subsidiary, owned, or 
controUed company, or to allow any constitu- 
ent, subsidiary, owned, or controlled com- 
pany to dispose of a stock interest in other 
companies, except for retirement and can- 
cellation, unless under existing authority or 
on direct authorization of stockholders of the 
holding company. If the corporation issues 
any stockholders' rights it must notify the 
Exchange, and must make all rights transfer- 
able, payable, and deliverable in the Borough 
of Manhattan. 

The Stock Exchange demands great care 
in the mechanical execution of securities as a 
prerequisite to listing. The reader will find 
some discussion of the importance of these 
requirements at page 212 of the first volume. 
The Exchange requires that securities must 
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be engraved and printed in a manner satis- 
factory to the committee on the stock list 
from at least two steel plates. 

1. A border and tint plate from which a 
color should be printed imderlying important 
parts of the face printing. 

2, A face plate containing the vignettes 
and descriptive or promissory parts of the 
docmnent. This should be printed in black, 
or in black mixed with color. 

Everything must be done to make as eflfec- 
tual security against counterfeiting as pos- 
sible. Classes and denominations of securities 
should be made distinguishable by printing 
them in different colors. The entire amoimt 
of the capital stock of a corporation which 
has listed its stock on the Exchange must be 
transferable at the transfer office in the Bor- 
ough of Manhattan. If a corporation also 
makes a transfer of its shares in other cities, 
all certificates must, nevertheless, be inter- 
changeable and identical in color and form. 
The corporation must not make any change 
in the form of a security without the approval 
of the Stock Exchange authorities. ' 

The Committee of the Governing Board of 
the Stock Exchange, which considers all appli- 
cations for listing and reports on them to the 
Board, is called the "Committee on Stock 
List." Besides the requirements already 
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stated, in the case of bonds, it also makes tlie 
following stipulations: — 

The panel, coupons, and denomination of bonds 
must be engraved and printed in a manner satis- 
factory to the Committee; coupons must bear a 
vignette. 

The text of bonds should recite conditions of 
issuance, terms of redemption, by sinking fund 
or otherwise, default, interchangeability or ex- 
changeability of coupon and registered bonds, 
and conversion into other securities. 

Registered bonds must cany a power of assign- 
ment in such form as the Committee may ap- 
prove. 

The Committee recommends that registered 
bonds be made interchangeable with coupon 
bonds. 

Regist«^ bonds interchangeable with coupon 
bonds and coupon bonds exchangeable for fully 
registered bonds shall bear a legend reciting the 
fact. 

Coupon bonds issued in denominations of less 
than $1000 should provide for exchangeability 
into coupon bonds of $1000, the smaller bonds to 
bear a legend reciting such privilege. 

Registered bonds made such by detaching cou- 
pon sheets are not eligible for listing. 

In the ease of stock the Committee makes 
these requirements: — 

The border and tint plate for one-hundred 
share certificates of stock shall have said denom- 
ination engraved thereon in words and figures; 
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the plates for smaller amounts shall bear some 
engraved device whereby the exact denomination 
of the certificate may be distinctly designated 
by perforation; also conspicuously upon the face 
the words, "Certificate for less than one hundred 
shares." 

Certificates for common and preferred stock 
shall recite preferences of the preferred. 

Certificates of stock should recite (1) owner- 
ship; (2) par value; (3) whether shares are full 
paid and (4) non-assessable; (5) terms of redemp- 
tion; (6) preference as to dividends; (7) distri- 
bution of assets upon dissolution or mei^r; (S) 
voting power, or (9) other privilege; and must 
(10) bear the following legend: — "This certifi- 
cate is not valid until countersigned by the trans- 
fer agent, and registered by the registrar." 

Though a detailed statement of the infor- 
mation required by the Exchange will make 
somewhat tedious reading, besides conveying 
the precise information, the reader can make 
it serviceable by way of a partial review of 
the subject of "Corporation Finance." Re- 
quirements stated are as of the 1st of January, 
1916. The applicant for listing must file the 
following papers: — 

For stocks: — 

1. Seven copies of charter, with amendments 
to date, one copy attested by the Secretary of 
State where incorporated or other proper public 
authority. 
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2. Seven copies of by-laws, with amendments, 
one copy attested by secretary of corporation. 

S. Seven copies of leases and special agree- 
ments, one copy of each attested by secretary of 
corporation. 

4. One copy of resolutions of stockholders and 
directors authorizing issue, each attested by sec- 
retary of corporation. 

5. One copy of resolutions of board of directors 
or executive committee, attested by secretary of 
corporation, authorizing, by name, official to ap- 
pear for listing securities. 

6. Opinion of counsel (not an officer or director 
of the corporation) as to legality of (a) oi^aniza- 
tion, (6) authorization, (c) issue, and (d) validity 
of securities.* 

7. Detailed distribution of securities. 

8. One copy of resolution appointing transfer 
agent and registrar, attested by secretary of cor- 
poration. 

9. Certificate of proper public authority for 
issue. 

10. Certificate of registrar of amount of securi- 
ties registered at date of application. 

11. Report of a qualified engineer covering 
actual physical condition of property of recent 
date. 

* The Committee will not accept the opinion of an officer 
or director of an applying corporation nor of a firm in which 
the officer or director is a member, as counsel on any I^al 
question affecting the corporation; nor will it accept the 
opinion of an officer or director of a guarantor corporation 
on any legal question Meeting the iasuanoe of guaranteed 
aecurities. 
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12. Map of property and contemplated exten- 
sions. 

IS. Specimens of all securities to be listed. 

For bonds: — 

14. All papers required for listing stocks and 
also seven copies of the mortgage or indenture, 
one copy (o) certified to by trustee, (6) with 
copies of all certificates of proper recording. 

15. Trustees' certificate. 

16. If bonds are convertible into stock, certi- 
fied copies of (a) action of stockholders, and (b) 
of directors, authorizing issue and reservation of 
stock specific^ly for conversion. 

17. Certificate of disposition of securities re- 
deemed or refunded. 

18. Certificate as to collatwal depoated. 

19. Certified copy of release or satisfaction of 
underlying mortgages. 

For aecuriiies of reorganized corporations: — 

1. All papers required above for listing stocks 
or bonds, as the case may be.' 

2. Certified order of court confirming sale on 
foreclosure or other authority for reorganization. 

S. Certified copy of plan of reorganization. 

4. Income account; balance-sheet at close of 
receivership, if available. 

5. Balance-sheet at date of organization. 

* OpioioD of counsel shall also state that proceedings have 
been in conformity with legal requirements, that title to 
prt^MT^ is Teated in new corporation, and is free and clear 
from all liens and encumbntnces, except as distinctly speci- 
fied; and also aa to equidea of securitiea of predeceasoi cor- 
pocatioD. 
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For addiiioned amounts: — 

1. Nos. 4, 5, 6, 7, 9, 10 of papers required for 
original listings. 

2. Nos. 1, 2, 3, 8, and 11 of said papers for 
stock, if any changes have occurred therein since 
last listing. 

3. Nos. 14, 15, 16, 17, 18, and 19. ol add papers 
for bonds, if any changes have occurred Uierein 
since last listing. 

4. Certified copy of proper public authority 
for increase. 

For eeriijieatea of deposit, voting trust, etc.: — 

1. Papers required above for listing stocks or 
bonds. 

5. Certified copies of any legal proceedings and 
court orders. 

3. Seven copies of deposit or trust agreement, 
one certified to by proper authority. 

4. Seven copies of circulars, issued by trustees 
or committee, one certified to by proper author- 
ity. 

5. Amounts deposited. 

6. Detailed distribution. 

Besides filing the specific papers just de- 
tailed, the petitioner for listing must in his 
application convey the following informa- 
tion: — 

A. Title of corporation. 

B. (1) Date of organization; (i) name of State 
authorizing incorporation. 

C. (1) Duration of charter; (2) and of chartera 



DD. zed by Google 



170 COKPORATION FINANCE 

of constituent, subsidiary, owned, or controlled 



D. (1) History of corporation; (2) if a consoli- 
dation, merger, or reorganization, history of 
predecessor, and constituent, subsidiary, owned, 
or controlled companies, or firms, showing (a) 
Dames, location, and stock issues; (6) conditiona 
leading to new organization. 

E. (1) Charter rights; (2) nature of business, 
character and amount of annual output, number 
of employees; (3) special rights or privileges 
granted directors by charter or by-laws. 

F. (I) Whether capital stock is full paid; (2) 
non-assessable; and (3) it personal liability at- 
taches to shareholders. 

G. (1) Issues, dividend rate, and par value; 
(3) total amount of each, authorized and issued; 
(3) increases and authority therefor, including 
(a) action by stockholders, (6) by directors, and 
(c) by public authorities, etc.; (4) amount un- 
issued, (a) options or contracts on same, (b) spe- 
cific reservation for conversion. 

H. K preferred stock; (1) whether cumulative 
or non-cumulative; (2) preferences, including 
(a) voting power; (&) dividends; (c) distribution 
of assets on dissolution or merger; (d) redemption. 

I. Voting power of obligations of debt. 

J. (1) Dividends heretofore paid ; (2) by pred- 
ecessor, or constituent, subsidiary, owned, or 
controlled companies; (S) earnings for preceding 
five years, if available. 

K. Description of property (1) owned in fee; 
(2) controlled; (3) leases; (4) franchises; (5) lo- 
cation, nature, and acreage; (6) railroads, mile* 
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age completed, operated, and contemplated, and 
trackage rights; (7) traffic agreements; (8) equip- 
ment; (9) character of buildings and construc- 
tion; (10) timber, fuel or mining lands, water 
rights (see paragraphs T to Z, below). 

L. (1) Purpose of issue; (2) application of pro- 
ceeds; (S) amount of issue for securities, con- 
tracts, property, description and disposition of 
securities acquired; additional property acquired 
or to be acquired, with particulars, as required 
by par^fraph K. 

M. (1) Mortgage, and (S) other indebtedness, 
(o) date of issue, (b) maturity, (c) interest rate, 
(d) redemption by sinking fund or otherwise; (8) 
similar information regarding mortgage and all 
indebtedness of constituent, subsidiary, owned, or 
controlled companies. 

N. Other liabilities, joint and several, (1) guar* 
antics, (2) leases, (3) traffic agreements, (4) track- 
age agreements, (5) rentals, (6) car trusts, etc.; 
(7) terms of each, and provision for payment. 

O. Fiscal year. 

P. Financial statements; (1) income account 
of recent date for at least one year; (S) balance- 
sheet of same date; (3) similar figures for prede- 
cessor, constituent, subsidiary, owned, or con- 
trolled companies; (4) final balance-sheet; (5) 
when reports published; (6) for corporations 
consolidated within a year, income account and 
balance-sheet of all companies merged and bal- 
ance-sheet of applying corporation. 

Q. Names of (1) officers; (2) directors (classi- 
fied), with residence; (3) transfer agents, and (4) 
registrars, with addresses. 
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R. Location of principal and other offices of 
corporation. 

S. Place and date of annual meeting. 

In addition to the above, corporations which 
are owners of mines must recite: — 

T. Patented and unpatented claims, by num- 
bers. 

U. (1) A geological description of the country; 
(2) location and description of mineral and other 
lands; (3) ore bodies; (4) average value; (5) char- 
acter of ore; and (6) proper methods of treat- 
ment. 

V. History of prior workings, showing (1) re- 
sults obtained; (2) production each year. 

W. (1) Ore reserves compared with previous 
years; (2) estimate of engineer as to probable life 
of mines; (S) probabilities by further exploration. 

X. (1) I^visions for smelting and concen- 
tration; (2) cost of (a) mining, (b) milling and 
smelting, (c) transportation; and (3) proximity 
of property to railway or other common carrier. 

Y. Income account, (1) receipts; (2) expendi- 
tures; (3) disposition of income. 

Z. Properties in process of development; if 
income account not available, what guaranties 
for working o^ital and for completion of develop- 
ment. 

Bonds, 

An application for an original listing of bonds 
shall recite all information required for listing 
capital stock, and 

A. (1) Amount, denominations, and numbers; 
(2) full title; (3) amount authorized and out- 



DD. zed by Google 



LISTING ON THE EXCHANGE ITS 

standing, authority therefor, including (a) action 
by stockholders, (b) directors, and (c) public 
authorities, etc.; (4) whether bonds are coupon 
(registerable as to principal) or registered, inter- 
changeable or exchangeable; (5) exchangeability 
or convertibility into other securities, and terms. 

B. (1) Date of issue and maturity; (2) inter- 
est rate; (3) places at and dates tor payment of 
interest and principal; (4) where registerable or 
transferable; (5) kind and standard of money, and 
options; (6) tax exemption; (7) whether redeema- 
ble or purchasable in whole or in part, showing (a) 
dates, (b) price, (c) duration of published notice, 
(d) disposition of redeemed or purchased bonds. 

C. Mortgage or indenture provisions for (1) 
serial issues; (2) values in United States gold coin, 
issuance in foreign languages and that the Eng- 
lish version governs; (3) terms of exchaogeability 
of bonds payable in foreign places for bonds pay- 
able in United States. 

D. (1) Security-mortgage, indenture of trust, 
or other agreement; and, (2) liens; (a) properties 
covered, (6) mileage of railway lines, (c) buildings, 
(d) equipment, (e) securities, (f) rights, (g) priv- 
Ueges, (A) titles, (i) franchises, (j) leases, etc.; 
(3) other liens covering same or any part of same 
properties; (4) guaranty and terms. 

£. (1) I^ames and addresses of trustees, and 
any unusual additions to or limitations of powers; 
(i) provision for declaration of principal due and 
payable in event of default of interest or other 
default, and waiver; (3) percentage of outstanding 
bonds controlling trustee. 

F. Purpose of issue and application of pro- 
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«;eeds, similar to that called for by paragraph L 
of the "Requirements for Listing Stock." 

G. Disposition of bonds refunded and mort- 
gage securing same. 
Requirements for listing of additional amounts. 

Refer to previous applications and last appli- 
cation by number and date; and recite; — 

A. Title of corporation and name of State au- 
thorizing incorporation. 

B. (1) Securities applied for; (2) amounts 
authorized; (3) authority, including (a) action 
by stockholders, (6) by directors, and (c) by 
public authorities, etc. 

C. (1) Dividends (2) by constituent, subsidi- 
ary, owned, or controlled companies, since pre- 
vious application. 

D. (1) Purposes of issue; (2) application of 
proceeds; (3) amount, description, and disposi- 
tion of securities exchanged for new issues; (4) 
additional property acquired or to be acquired, 
with particulars as required by paragraph K of 
the "Requirements for Listing Stock." 

E. Income account and balance-sheet of recent 
date, with similar figures for constituent, subsidi- 
ary, owned, or controlled companies. 

F. Names of officials, location of offices, place 
and date of annual meeting, as covered by para- 
graphs, Q, R, and S of "Requirements for List- 
ing Stock." 

(Note) locreases of capital stock are not eligible for list- 
ing until thirty days after notice of increase, or proposed 
increase, has been given the Exchange; increases of stock by 
conversion of listed bonds (of which notice shall be given the 
Eschange) may be immediately listed by the Committee and 
registration authorized. 
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CHAPTER V 

CORPOKATE INCOME 

This discussion of corporation finance so 
far has assumed enough knowledge of ac- 
coimting for an understanding of the elemen- 
tary terms of the balance-sheet and the in- 
come account. The brief consideration of the 
subject in this chapter is presented for the 
benefit of those who do not have this prelim- 
inary acquaintance with the elements of ac- 
coimting. The reader should not assxune, 
however, that the statements made in this 
chapter are intended to present a model of ac- 
counting practice. The immediate discussion 
attempts only to give, as directly and briefly 
as possible, enough of an explanation to en- 
able the reader to grasp the significance of 
corporation accounting in relation to corpora- 
tion finance. 

Though we have just used the term "cor- 
poration accounting" we must not assiune 
that the accounting of corporations differs 
in any essential way from the accounting of 
any other method of conducting business. 
The nature of the business governs the method 
of accounting rather than the nature of the 
proprietorship ; that is, whether the proprietor 
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is an individual, a partnership, or a corpora- 
tion. The seeming though not real exception 
should be made of the holding company. 
This presents some special aspects of income 
which we shall discuss in the next chapter. 

Throughout our discussion so far we have 
used an old and still the more familiar nomen- 
clature of accounting, and made statements in 
a condensed form. For the purpose of making 
easy the process of comparison and present- 
ing the financial discussion in its simplest 
form this has been desirable, and for these 
reasons the old condensed form of statement 
is still the one generally used in presenting the 
results of accounting to show conditions for 
the purpose of financing the capital account. 

Our income accoimt so far has presented 
only the items — 

Gross Income. 

Operating Expense. 

Net Income. 

Fixed Charges. 

Surplus Available for Distribution. 

Only the slightest thought is needed to see 
that such a statement presents a totally in- 
adequate analysis of income and expenditure 
on account of conducting a business, and that 
elements of a very different nature must be 
included imder a single head. With this con- 
densed statement all sources of income of 
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whatever nature must be included under the 
head of "Gross Income." Obviously, how- 
ever, if business for the manufacture of ma- 
chinery includes the ownership, for some 
special reason, of $100,000 New York City 
4 per cent bonds, the $4000 a year of income 
from this source is a very dlEFerent thing from 
the money received for the sale of machinery. 
One can get no complete understanding of 
the business situation without recognizing 
the distinction and knowing such a situation 
when it exists. 

The chapter in the first volume on "Trad- 
ing on the Equity" set out the varying na- 
tures of gross incomes on account of the na- 
ture of the business producing the income, 
and made the general assumption for the pur- 
pose of the discussion that all the income of 
the corporation came as a result of conducting 
the business. If the corporation is wholly or 
in part a holding company, the nature of the 
income is a v^y different thing. We shall dis- 
cuss this more at length in the next chapter. 

The next item of operating expense obvi- 
ously must include even more diverse ele- 
ments. For example, lacking a special head 
for "Taxes," moneys paid out for that pur- 
pose must come under the head of "Operat- 
ing." Yet the difference between an expendi- 
ture imposed on the business by the State and 
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entirely outside of the control of the manage- 
ment needs no further pointing out. If the 
nature of the business is manufacturing, and 
the income account has no other head, the 
cost of the raw material must come under 
the head of "Operating Expense.'" Again, the 
essential difference between the cost of the 
material and the cost of converting it into 
the finished product needs no elucidation 
beyond the mere mention. This is a distinc- 
tion that applies as between a manufacturing 
business and a transportation or other public 
service business. The distinction between a 
movhandising business, in which the very 
goods which are bought are sold without any 
change in form, is even greater than the dis- 
tinction between a manufacturing business 
and a public utility. 

Another distinction in the nature of expen- 
flitures, which needs to be made to get an im- 
derstanding of the biisiness situation involved, 
is the difference between the cost of carry- 
ing on the operations of the business itself and 
the cost of maintaining the plant in a condi- 
tion for the efficient conduct of the business, 
and generally the maintenance of the capital 
investment unimpaired. This distinction is 
usually made Ln accoimting as between the 
cost of "Conducting Operations" and the 
cost of "Mamtenance." 
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Fixed charges do not present the same kind 
of essential differences. They include any 
costs which the man^^ement of the business 
cannot cut off of its own volition. The man- 
f^ement must meet them, and they do not 
diminish on a diminishing scale of business. 
Interest and rentals are the essential fixed 
charges; both incurred for the sake of addi- 
tional capital in the business on the general 
principles discussed in the chapter on "Trad- 
ing on the Equity." 

With these remarks we have our income 
account recast into the following form: — 

Ofeiutino Beviinub. 

(Claaaified according to the kinds 
of business carried oa.) 
Operating Expense. 

Conducting Operations. 

lk£aintenaiice. 
Net OpEajLTOta Bevkhth!. 
Taxes. 

Income vbox otheb Soobcis. 
Dbductionb fbou Incomiu 

Interest. 

Rentals. 
Available fob DtviDiaiDS. 
Dividends. 
ScaPLua. 
Contingent Liabiuties. 

Such a form of accounts applies especially 
to a corporation conducting a transportation 
business. It is a skeleton adopted from the 
form of report required by the Interstate 
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Commerce Commission. It would present the 
essential facts of a public service enterprise 
of the nature of an electric light or power 
company, a telephone or telegraph company. 
A gas company has some of the aspects of a 
manufacturing enterprise. 

In our previous discussion we have taken 
for our operating ratio — that is, the propor- 
tion of earnings consumed in the cost of oper- 
ating — the whole of operating expenses in- 
cluding the cost of conducting operations, the 
cost of maintenance and taxes to boot. As a 
single figure summarizing certain totals this 
percentage serves a useful piupose. For fur- 
ther analysis we need to know about the 
items included in the total. To form conclu- 
sions about the combined efiSciency of the 
management and the plant, we need to know 
specifically the cost of conducting operations. 
We say advisedly the combined eflBcieucy of 
. the management and plant. Consider the case 
of a railroad. Its location, the manner of its 
construction, and the nature of its traffic 
fundamentally affect its cost of conducting 
operations. If its grades are low, its curva- 
ture slight, and its construction heavy, it can 
use heavy, powerful locomotives and haul 
long trains at a minimum of expense for fuel 
and labor. If its traffic is dense, it gets the 
reduced cost of doing business resulting from 
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a large volume and a full utilization of its 
capital investment. The percentage of grades 
and curvature, the weight of rail, and vari- 
ous other figures serve to indicate at how 
great an advantage or disadvantage the man- 
agement operates due to the nature of the 
construction of its plant. The traffic density 
shows the advantage it has owing to the loca- 
tion of its plant, the territory the road runs 
through. The kinds of traffic carried show 
whether or not the management has the ad- 
vantage of high-grade traffic paying the 
h^her rates or must haul a heavy tonnage at 
small profits. All these things help to show 
the efficiency of the plant and do not go to 
credit of management except in so far as the 
management brought these conditions about. 
If the management can claim credit for the 
conditions, it must first discount the cost of 
bringing them about and deduct the capital 
charge before it can make a showing of busi- 
ness wisdom. No single figure expresses these 
advantages or disadvantages due to plant. 
These conditions can be taken into considera- 
tion only in a general way in checking up the 
percentage of earnings expended for the cost 
of conducting operations. If we make allow- 
ance for plant conditions, we can then take 
the percentage of earnings consumed in the 
cost of conducting operations as indicating 
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the efficiency of management. If it is low as 
compared with the average under similar 
conditions, we may draw the inference that 
the management displays a high degree of 



Cost of maintenance indicates whether or 
not the management is returning enough of 
the earnings to the property to maintain the 
efficiency of the plant. If it is not doing so, 
the operating ratio — that is, the percentage 
of earnings expended in operating expense — ■ 
does not afford a proper index of the condi- 
tion of the business. A showing of net earn- 
ings is being made essentially out of capital. 
During dull years corporations commonly do 
this, and even maintain dividends in this way. 
Paying dividends out of capital has to take 
some more obvious form in order to be con- 
sidered reprehensible and to run counter to 
the legal prohibition. If a business, which 
is not essentially a "capital business" in its 
nature, makes a full allowance for mainte- 
nance, it is returning enough to the property 
to take care of depreciation. In the words a 
** capital business" we have coined an expres- 
sion for our immediate purpose. By the term 
we mean some business in which the labor 
and other costs are not greatly significant in 
comparison with the capital cost. For example, 
the proprietorship and conduct of an apart- 
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moit house may well be regarded as a busi- 
ness. The cost of capital in such a business, 
if it be considered one, far outweighs other 
costs. If the business consisted of conducting 
a single apartment house, the management 
probably could not advantageously «q)end 
enough in maintenance to cover the full 
amount of depreciation. If the case were that 
of a large corporation owning and operating a 
considerable number of apartment houses, it 
might conceivably consider some new con- 
struction as essentially in the nature of main- 
tenance, and amply provide for depreciation 
in that way out of earnings. 

Directly opposite to an insufficient main- 
tenance resulting in a showing of eamiugs not 
really made but amounting to an essential 
conversion of capital, the management may 
return to the plant more earnings than are 
necessary to keep the capital unimpaired. If 
earnings are diverted to capital by way of 
maintenance the management is developing a 
concealed asset which may be discoverable by 
analysis. Cost of proper maintenance comes 
much nearer to a standard than cost of operat- 
ing, which dei>ends directly on conditions of 
plant which cannot be standardized. The 
expense of maintenance depends directly on 
the cost of materials and of labor. These are 
tiie same for one enterprise as for another of the 
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same kiad. An examinalion of maintenance 
costs in a given business over a series of years 
indicates liie amount a management must 
average to expend to keep the capital value 
of a property unimpaired. By comparing 
the proper average cost with the amount the 
management of a given enterprise actually ex- 
pends for maintenance, a skillful analyst of 
accoimts in the given business can make a 
pretty close estimate as to whether capital is 
just being maintained or is being encroached 
upon or added to through the operation of 
the maintenance account. It should be re- 
marked that what is said of an excessive main- 
tenance account does not apply to railroads 
since 1907. Since that date the accounting 
regulations of the Interstate Commerce Com- 
mission have stipulated against such practices. 
In that year expenditures for other purposes 
than strict maintenance were limited to $200 
for any one item. Since 1915 even the $200 
has not been allowed. 

Especially in railroad enterprises, for which 
so much accoimting information is available 
through the accounting requirements of the 
Interstate Commerce Commission, skillful 
analysts of railroad rejHjrts can draw many 
important inferences from an examination of 
the accounts besides the information the re- 
ports convey directly. With some knowledge 
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of the physical condition of the road derivable 
from various sources they can come to some 
pretty accurate conclusions about the oi)erat- 
ing skill of the management from an examina- 
tion of tJie cost of operating account. 

Of course the abiUty to draw the inferences 
from the accounting reports depends largely 
on the volume of material available for com- 
parison. The most accurate and extensive 
reports of a single enterprise leave too much 
open to surmise. Variations in the cost of 
operating may indicate that the management 
is now more efficient or less ^cient than 
formerly. They do not show at all that tiie 
best management the corporation has had 
may not be worse than a management of aver- 
age efficiency. Variations in the cost of main- 
tenance, unless over a very long term of years, 
with a fiUl knowledge on the part of the an- 
alyst of variations in the cost of materials and 
labor over all those years, give no answer to 
the question as to whether the property is be- 
ing over-maintained or under-maintained. For 
these purposes the analyst must have a fund 
of information gained from a knowledge of 
the business extensive enough to give him 
valuable averages for enterprises conducting 
that kind of business. Only the railroad busi- 
ness at present offers a sufficient fund of in- 
formation to make analyses of this kind really 
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scientific. The varioxis public utilities are 
just beginning to afFord the basis of general 
information. For any kind of manufacturing 
enterprise conclusions are much more hazard- 
ous. In the railroad field, however, analysts 
of accounts have long made deductions from 
them that have gone much below the surface 
in arriving at opinions about the value of 
specific railroad securities. 

The general form of income accounts pre- 
sented so far serves substantially for a trans- 
portation or other public utility ctmcem. 
With a manufacturing concern the cost of raw 
materials comes in to make such a fundamen- 
tal difference in the nature of the business 
that expenditures cannot be accounted for 
in this manner and give anything like an 
adequate idea of the manner in which the 
business is being conducted. A form of income 
account which might be used would follow 
this outline: — 

Shipuents Billed. 

COBT OF SbIPVENTS. 

Cost of Materials. 

Cost of Manufacturing and Sellii^. 

Maintenance. 
Net MANTTFAcrniuNQ PtioriTS. 
Other Incoue. 
Total Net- 
Interest. 

SuBPLUa FOB DnODEIfDS. 
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With this form giving the "Cost of Ma- 
terials," the item "Cost of Manufacturing 
and Selling" gives a clue to efficiency of 
management and plant, and "Maintenance" 
gives a clue as to whether or not the capital 
of the corporation is being milked or fed 
through the maintenance account. What has 
been said on this matter applies as fully in 
principle to a manufacturing business as to 
any other. 

One can hardly overstate how important it 
is that a corporation should show, as com- 
pletely and accurately as possible within the 
reasonable limits of an annual report, a state- 
ment of its affairs so far as accounting science 
can show them. The precise form that the 
report should take is no part of our subject. 
That is the province of the expert accountant, 
and affords a sufficiently large world for his 
profession to conquer. But the capitalist who 
has presented for his investment the securi- 
ties of a corporation, without being shown a 
reasonably full accounting statement of the 
affairs of the corporation, ought to refuse even 
to consider them. If he commits his capital 
to such an enterprise, he takes the position of 
a man who buys a pig in a poke, or purchases 
"sight unseen." If the corporation is a holding 
company, the investor is purchasing almost 
equally sight unseen unless he also sees rea- 
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sonably full information about the a£Fairs of 
the subsidiaries. The discussion in the next 
chapter will develop the reason for this. 

As the outline of the income account has 
indicated, the corporation may not distribute 
in the form of dividends all the profits which 
are stated to be "available for dividends." 
All the phrase means is that of the earnings 
stated for the period of the report the corpora- 
tion has the legal right to distribute to share- 
holders that amount as profits of the business. 
Legal right and financial expediency ordina- 
rily in this respect come to two very different 
results. It is generally desirable to adopt 
such dividend policy as to avoid, so far as 
possible, the necessity for reducing dividends 
during ordinary periods of depression. From 
the viewpoint of the corporation itself the' 
investor occupies a much more important 
place in the financial scheme than the specu- 
lator. The investor seeks steadiness of in- 
come and commits his capital to such invest- 
ments as seem likely to give it. He does not 
want merely an average of five per cent or 
six per cent over a period of years; he does 
want the actual five or six per cent every year. 
So the management of a corporation would 
ordinarily find it desirable to pitch its divi- 
dend policy at such a point that they feel con- 
fident they can maintain it. 
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The directors will, therefore, not declare as 
dividends the entire amount legally available 
for that purpose, but will set aside part of it 
to surplus account. 

The amount so set aside does not, of course, 
ordinarily, except for accounting purposes, 
constitute a distinct fund. The directors sim- 
ply invest those earnings back in ibe plant 
in extending or bettering it. Though ac- 
cotmted for tn a separate account as surplus, 
they really make essentially an addition to 
the capital account. By reason of the exten- 
sions or betterments Uie corporation should 
increase its earnings. The surplus ought to 
be sufficient to enable the corporation in its 
dullest years to earn the amount required 
for its regular dividend rate. When the earn- 
ings, as a result of this policy of accumula- 
tion of surplus, reach a point where they 
can be relied upon to do more than this, 
then the directors can increase the dividend 
rate. If the directors are not certain that 
earnings have reached a point to justify an 
increase in the regular dividend and the sur- 
plus cannot be invested back in the plant to 
the best advantage, they may increase the 
distribution, but expressly announce the ad- 
dition as a "special dividend" by way of 
giving warning that it is not to be relied upon 
as a regular disbursement of income. - 
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Juat how much of earnings should be set 
aside as surplus for the sake of establishing 
the continuity of dividends presents a ques- 
tion requiring much wisdom in judgment. 
The general subject of corporation finance 
needs the results of much study on this prob- 
lem. Only a few kinds of business yet afford 
even the materials for this study. Due to 
the requirements of the Interstate Commerce 
Commission the railroads have made public 
an abundance of material for that form of 
business. Various state public service com- 
missions are bringing out enough material for 
the several kinds of public utilities. But for 
the various kinds of manufacturing business, 
not only is the material not available, but 
the problem is more difficult. In the public 
utilities field, however, this study is especially 
needed as part of the foundation for rate- 
making. Public service commissions purport 
to fix rates at a point that will allow a fair 
return on the capital. Earnings must be large 
enough to allow interest and dividend rates 
sufficient to attract new capital to the enter- 
prise to provide the extensions and better- 
ments demanded by a community growing 
either in size or in its demands for quality of 
service. As already stated, investors demand, 
or prefer, a steady income, and will advance 
funds on more advantageous terms on the 
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assurance of a steady income than on the fact 
of an equivalent average income. So, part of 
the problem of rate determination b what 
rate of steady income reasonably assured will 
prove sufficiently attractive to procure neces- 
sary new capital for the enterprise, and what 
amoxmt of surplus set aside under circum- 
stances of favorable earnings will give that 
reasonable assurance of continuity. Rates 
must be established at a point which will 
enable the payment of the required steady in- 
come and provide for a surplus fund which 
will in a degree guarantee the continuity of 
this income. That word "guarantee" indi- 
cates the essential nature of a surplus fund ; it 
might with sufficient propriety be described 
as a "guaranty fund." 

We have said that the directors invest the 
surplus back in the plant. In most cases they 
do. It may happen, however, that they can- 
not advantageously make this investment, or 
that they have special reasons for not doing so. 
Under such circumstances they may invest 
in special ways some or all of the earnings 
which form the "surplus after dividends," 
just as a sinking fund is invested. The cor- 
poration then has a distinct surplus fund 
which affords earnings from sources outside 
the regular business it carries on, ^id shows 
its guaranty nature more distinctly than an 
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investment back in the plant. Though cre- 
ated primarily for the purpose of assuring 
continuity of dividends, the surplus fund also 
goes to the building of a larger equity back of 
the bonds. The stockholder wants as much 
of the earnings available for dividends dis- 
tributed to him as possible without interrupt- 
ing the continuity of dividends, and always 
welcomes any increase in the disbursement. 
The bondholder always likes to see earnings 
go back into the plant. 

The market places a value on the stock of 
a corporation on the basis both of the dividend 
payments and of the earnings available for 
dividends. Since a present income which may 
be immediately enjoyed is more valuable than 
a future income, the earnings not declared as 
dividends will not enhance the price of the 
stock nearly so much as those earnings which 
are immediately distributed to the stock- 
holders. But the purchaser will estimate the 
value to him of the surplus earnings in so far 
as, in the first place, they give an assurance of 
the present rate of dividend disbursements 
continuing, and in the second place, in so far 
as they hold out a prospect of an increase in 
the dividend rate at some time in the futme. 
The capitalist contemplating a purchase of 
the bonds of the corporation is interested in 
the amount of earnings left after operating 
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and taxes, and, therefore, available for the 
payment of interest. From his viewpoint the 
less of this paid out in dividends the better. 

Directors are generally under no obligation 
to declare any dividends, no matter what the 
earnings are, and cannot be compelled to de- 
clare them unless the circumstances of their 
refusal have an element fiiat is essentially 
fraudulent. If the stockholders differ from 
the directors on this matter of dividend policy, 
their remedy is to elect other directors as the 
terms of the present directors expire. A board 
of directors may declare a dividend whenever 
the affairs of the corporation show that it has 
a surplus, and up to the amount of the surplus. 
If the surplus has all been invested back in the 
plant, and the corporation has no cash to pay 
out in dividends, it may, unless there is a 
statute to the contrary, borrow money to 
procure the funds for the disbursement; or it 
may declare a stock dividend. As already 
described in the chapter on financing by an 
appeal to the stockholder, the sale of stocky 
with a market value at a premium, to stock- 
holders at par, amounts essentially to the 
dedaration of a special dividend. The decla- 
ration of a stock dividend comes to the seme 
thing, except that the stockholders are not 
called upon to pay anything for the stock 
instead of making a payment less than the 
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market value. A stock dividend regularly has 
the nature of a special distribution rather 
than of the ordinary dividend payment. 
Though directors who have consistently 
turned earnings back into the property may 
sometimes declare a stock dividend just to 
give the stockholders something in the way of 
a dividend distribution and keep them satis- 
fied with the management, usually a board of 
directors resorts to it for special purposes. It 
may be desirable to increase the number of 
shares so as to reduce the market price of the 
stock. Stock that sells close to par sells at an 
advantage over stock that sells at a high 
premium. Again, it may be that a close cor- 
poration has conducted the enterprise. The 
few stockholders have held the stock repre- 
senting their interest in the business. No oc- 
casion has ansen for any trading in the stock, 
and the number of shares in relation to the 
value of the assets has not been matenal. 
But the owners of the business now wish to 
liquidate all or part of their interest by selling 
it to the general capitalist public. To do this 
successfully they need to have their stock 
have a market value at the maximum not 
greatly in excess of par. They may effect the 
result by declaring a stock dividend large 
enough to amoimt to a distribution of the 
surplus in that way. Such a procedure, how- 
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ever, is rather in the nature of a recapitaliza- 
tion than of a dividend. 

Sometimes, instead of borrowing money to 
pay a dividend when the corporation has 
a surplus, which is entirely invested in the 
plant, the directors, wishing to maintain the 
appearance of regularity in dividend payment 
and anticipating a date when the corporate 
income will produce a cash surplus, may 
declare a dividend to be paid by the issuance 
of dividend warrants. These are simply in the 
general nature of notes of the corporation 
payable at a time when the directors antici- 
pate that the corporation will be in funds. 
Such payments maintain the semblance of 
regularity of dividends and give the stock- 
holder something on which he can actu- 
ally raise cash and so really do give him the 
benefit of a continuity of income. The term 
"dividend warrant" used in the explanation 
of this transaction is sometimes used in 
another sense as simply indicating the checks 
(or it may be drafts) by which a corporation 
dbburses a regular cash dividend. 
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CHAPTER VI 

SPECIAL NATURE OF THE INCOME OF A 
HOLDING COMPANY 

A PEESENTATiON of the earnings of a hold- 
ing company offers some special problems. 
The corporation may be entirely a holding 
company and not conduct any operations at 
all, or it may be partly a holding company 
and partly an operating company. Hereto- 
fore we have generally been viewing the earn- 
ings of a corporation as the result of directly 
conducting a business. For the most part, 
when discussing earnings, we have assumed 
simply that the earnings were those of an 
operating company. We can come to a true 
understanding of the income account and of 
the relationship of earnings to the various 
security issues of the plan of capitalization 
only by tracing them clear through from their 
origin as "income from operations.' V Each 
corporation intervening between "income 
from operations" and any part of income 
available for interest or for dividends creates 
a difficulty of analysis. 

Securities of holding companies are some- 
times presented to the capitalist with the 
statement that earnings available for interest 
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amount to so many times the amount required 
for that purpose, or that the earnings available 
for dividends amount to such a per cent on 
the stock. The presentation does not go back 
of the income of the holding company and 
may mislead those who are not familiar with 
the special nature of the earnings of a holding 
company and do not reflect on the situations 
that may arise through the intervention of an 
operating company. Another way in which 
those who are raising funds through the sale 
of securities of a holding company may mis- 
lead the unwary is by failing to protect the 
investor from the possibility of having new 
claims superior to his own created against 
earnings and assets. 

Let us take a concrete situation to show the 
difference between the earnings of a holding 
company and those of an operating comimny. 
Assume a holding company — D — capital- 
ized and earning as follows: — 

Hoidint Company D Capitalvsatiim 

Bonds, 5 p«r cent »1,000.000 

Stock 1,000,000 

Net earnings 100,000 



Obviously the statement can be made of the 
bonds of this corporation that the earnings 
available for interest are twice the amount 
requijred for that purpose. If the corporation 
were an operating company deriving its in- 
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come from rendering a public service, such a 
showing would indicate a minimum of risk in 
the bonds as an investment. Let us now 
make the further assumption that the holding 
company owns all the capital stock of three 
subsidiaries. Corporations A, B, and C, and 
that it has no other assets. Since the holding 
company owns all the stodc of the subsidi- 
aries, the number of shares of that stock does 
not matter; the holding company is entitled 
to all the dividends which the subsidiaries 
may declare.* So the only element of real 
concern to us at this point, in connection 
with the capitalization of the subsidiaries, is 
the amount of bonds they have. 

Let us assume that the subsidiaries have 
bonds outstandittg as follows: — 
Bonds qf anbaidiariea 

Corporation A, S per cent bonds $1,000,000 

Corporation B,S per cent bonds 1,000,000 

Corporation C, 5 per cent bonds 1,000,000 

For OUT purpose here we do not need to set 
out the entire income account of each of these 

' Since coiporation statutes r^uUrlj' require directors to 
be stockholders in the corporations In which they are direc- 
tors, in actual practice a few shares would appear in the 
names of the directors. These are called " directors' qualify- 
ing shares." Even of these shares the directors may have the 
mere I^al title. The holding company may have paid for 
them and have the entire equitable interest. For every 
practical purpose we mnj q>eak of the holding company as 
owning all the stock of the subsidiaries. 
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corporations. So, without presenting this, 
we will show simply the totals of the several 
items of the income account for all three, — 
that is, a consolidated income account. Let 
us assume, then, that the consolidated income 
account of these three subsidiaries makes this 
showing: — 

Consolidated income accouni oj guimdiaries 

Gross earnings $500,000 

Operating expense £S0,000 

Net eaminga 250,000 

Interest 150.000 

Surplus available for dividends 100,000 

To simplify the problem we can further 
assume that the management of the enter- 
prise carried out by the holding company and 
these three subsidiaries has not adopted a 
policy of building up a surplus. Accordingly, 
let us have all this surplus available for divi- 
dends declared as dividends out of the treasury 
of the subsidiaries. The holding company, 
then, receives this $100,000 into its treasury. 
We can neglect the expenses of the holding 
company, which, since it does not conduct 
any operations, would be merely nominal, a 
matter of keeping a not very extensive set of 
books, and assume that this entire $100,000 
becomes net earnings of the holding company. 
Iiooking back to the statement of net earnings 
of the holding company one will see that we 
have assumed this as the situation. 
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Suppose now tiiat a period of business de- 
pression sets in and causes a decline of 10 per 
cent in gross earnings. Assume, too, that the 
management cannot keep maintenance up and 
at the same time effect a reduction in the 
cost of operating. This might very well be 
essentially the case. Since we will make the 
same assumption in the set of figures we will 
adopt for comparison to bring out the situa- 
tion, it does not, anyway, affect the sound- 
ness of our argument. On this decline of 
10 per cent in gross we have, therefore, this 
showing for the consolidated income account 
of the subsidiaries: — 
Income account after groaa Hob declined ten per cent 

Groaa income 9450,000 

Opravting expense SfiO.OOO 

Net income £00,000 

Interest 160,000 

Surplus available for dividends £0>000 

Owing to the inflexible nature of the interest 
charge a decline of 10 per cent in gross earn- 
ings has cut the surplus available for divi- 
dends in two. Then with respect to the hold- 
ing company we have this showing: — 

Net earnings of Holding Company D. . . JSO.OOO 
Interest charge of Company D £0,000 

A decline of 10 per cent in the gross earn- 
ings of the subsidiaries has entirely wiped out 
the margin of safety for the bonds of the hold- 
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ing company, which, before the period of 
business depression, had earnings available 
for interest of twice the amount required. 

Compare this situation with what the situa- 
tion would be if D were an operating company 
able to show net earnings of twice the interest 
charge, with all the conditions of operating 
the same as for the subsidiary operating com- 
panies just set forth. We will assume then 
that an operating company shows net earnings 
of $100,000. Working under the same condi- 
tions with an ojwrating ratio of 50 per cent, 
the cost of operating then would be $100,000, 
and we have as an income account for our 
Corporation D as an operating company: — 

Income account of Corportdion D as an operating 



Gross eaminga 9800,000 

Operating erpenso 100,000 

Net earnings 100,000 

Interest 50,000 

That is, we have just the same relationship 
between net earnings and interest charge as 
before when our Corporation D was a holding 
company. Earnings available for interest are 
twice the amoimt required for that purpose. 
Now, let us again assume a decline of 10 
per cent in gross earnings during a period of 
business depression, and we find our income 
accoxmt of corporation I> as an operating 
company makes the following showing: — 
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Irtcome account of Corporation D a» an operatiTig 
company after gross has dedined ten per cent 

Gross earnings ^180,000 

Operating expense 100,000 

Net earnings 80,000 

Interest charge fiO.OOO 

When D was a holding company we found 
that, under the conditions stated as to the 
subsidiaries, a decline of 10 per cent in gross 
earnings of the subsidiaries reduced the earn- 
ings of D available for interest from twice 
the amount required right down to an amount 
leaving not a dollar in excess of the interest 
charge. With D as an operating company 
making earnings available for interest of 
twice the amount required, then suffering a 
decline of 10 per cent in gross, we have a 
margin of safety of earnings available for in- 
terest of 60 per cent in excess of the amount 
required. We have kept the same conditions 
in the cases compared. In both cases we 
assumed that the corporation would not be 
able to reduce operating at all on the decline 
of gross. The results would not have been 
different essentially if we had made some 
reduction in the operating cost in both cases. 
Our only reason for not doing so has been to 
keep the problem as simple as possible. 
VThis discussion has traced throu^ the ar- 
gument to show the difference there may be 
between the earnings of a holding company 



DD. zed by Google 



INCOME OP A HOLDING COMPANY 20S 

and those of an operating company due to 
possible existing fixed charges of the subsidi- 
aries in the case of the holding company. We 
will go on with the discussion to show the 
possibihty, unless guarded against, of in- 
creasing the fixed charges of the subsidiaries, 
and the effect of such an increase on the 
safety of the bonds of the holding company. 
Let us assume an existing situation of the 
holding company as before: — 

CapUalization hdding Corporation D 



Debt of suhstdiaries 

Corporatioii A has $1,000,000 5 per cent bonds 

Corporation B has 1,000.000 5 per cent bonds 

Corporation C has. .. . 1.000,000 5 per cent bonds 

For the purposes of this discussion we must 
make an assumption as to the actual total 
investment in the enterprise as a whole car- 
ried on by these three operating companies 
and the holding company. Let us assume, 
then, that the enterprise represents a total 
capital investment of $4,000,000. If dis- 
tributed equally among the operating com- 
panies this would give an equity in each of 
$333,333.33 above the par of the bond issue. 
Then assuming a gross income of the sub- 
sidiaries of $500,000, and the same operating 
conditions as before, we have: — 
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ConstMdated income t^ 3iibndiarie$ 

Gross earnings (£00,000 

Operating expenses 250,000 

Net earnings 2£0,000 

Witt net earnings, then, of $250,000 on a 
commitment of $4,000,000 of capital to the en- 
terprise, it appears that the business earns 
6.Sd per cent on the actual investment. Now, 
let us assume that for some reason the 
management of the enterprise wishes to ex- 
tend the plant, and has Corporations A and B 
each issue an additionid $1,000,000 of bonds, 
which are disposed of at 80, and use the pro- 
ceeds in plant extension. This makes an 
additional investment in plant of $1,600,000. 
We will assume that the business earns the 
same rate of return on this additional invest- 
ment as on the capital originally committed, 
or 6.25 per cent. Then net increases by just 
$100,000. Let the operating ratio remain at 
50 per cent. Since net was $250,000 before, it 
is now $350,000. With an operating ratio of 
50 per cent, the operating expenses will, of 
course, be $350,000, and the gross $700,000. 
Stating this in tabulated form and we have: 
New income account 



Gross eaminga 9700,000 

Operating expense 350,000 

Net earnings 850,000 

Interest charge (increaaed on account of 

the »2,000,000 new bonds) 850,000 

Surplus available for dividends 100,000 
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On the showing we have made we have in- 
creased the debt of the subsidiaries, but have 
not caused any increase in the earnings of the 
holding company. Now, assume that gross 
earnings decline 10 per cent and we have this 
showing (assume that the operating cost is 
not reduced) : — 

New income aeaount on dedine of ten per cent in 
grots 

Gross earnings $630,000 

Opa'ating expense S£>0,000 

Net earnings 280,000 

Interest 850,000 

Surplus available tor dividends 80,000 

That is, we have available for dividends on 
the consolidated earnings of the subsidiaries, 
or as the net income of our holding company, 
the sum of $30,000. But the holding company 
has an interest charge of $50,000. Before the 
increase in the debt of the subsidiaries a 
decline of 10 per cent in gross reduced the 
earnings of the holding company available for 
interest from twice the amount required for 
that purpose down to an amount which left 
no surplus. Since the increase in the debt a 
corresponding reduction in gross of the sub- 
sidiaries would reduce the earnings of the 
holding company available for interest down 
to only 60 per cent of the sum required. 

Of course this possibility of increasing the 
debt of the subsidiaries can be guarded 
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against, and the investor who is not willing to 
take this chance should be stxre that it is 
guarded against. To safeguard the situation 
the stock of the subsidiaries should be de- 
posited as collateral security for the bonds of 
the holding company. Though the directors 
of the holding company should be left free to 
vote the stock except in the event of default, 
the trust deed under which the stock is de- 
posited should contain a covenant that the 
subsidiaries shall not incur any additional 
debt. The entire discussion in this chapter 
has obviously assumed that the bonds of the 
subsidiaries are outstanding in the hands 
of investors, and therefore exist as a claim 
against the earnings of the subsidiaries which 
must be satisfied before the holding company 
can get any revenue from the earnings. 

Examples presented to illustrate the prin- 
ciples involved have been those of a corpora- 
tion which is entirely a holding company; 
that is, one not doiug any operating directly at 
all. Such examples were chosen for the sake 
of simplicity. If a corporation is partly an 
operating company and partly a holding com- 
pany, the same situations may arise with 
respect to that part of the earnings which are 
derived as a result of the operations of the 
subsidiaries. And if the corporation which is 
offering securities for sale does not own all of 
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the stock of another corporation, but only a 
majority, or an amount sufficient to control, 
or even any amount of stock less than that, 
the same principles apply so far as the earn- 
ings derived as a result of the ownership of 
that stock are concerned. If the corporation 
owns less than a controUing interest in the 
stock of another corporation, one considering 
the securities of the holding company will 
ordinarily regard the stock owned as simply 
in the nature of an investment, and place a 
value on it as such. 

In the chapter in the first volume on 
"Financing an Expansion" we discussed the 
creation of subsidiaries as a device to enable 
the giving of a first mortgage or other direct 
lien on specific assets when the existence of a 
blanket mortgage created by the existing 
corporation would prevent the creation of any 
claim ahead of or equal to it if the corpora- 
tion should own the specific assets directly. 
The relationship of a holding company and 
a subsidiary may arise when one corporation 
desires to have an interest in another, but 
carmot advantageously buy aU of the stock, 
or a sufficient amount to effect a merger. Or, 
if it can buy all of the stock, legal reasons — ■ 
as the necessity of a public service corpora- 
tion operating in a given State having a char- 
ter from that State — may make it necessary 
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or expedient to maintain separate corpora- 
tions. 

I^egal reasons for the desirability of main- 
taining separate corporate entities, the ad- 
vantage of financing with the large issues of 
the securities of a holdlog company rather 
than with the relatively small issues of the 
directly operating units, and the better or- 
ganization possible if the directly operating 
units are boulnd together by a holding com- 
pany, make very real advantages which have 
fostered the growth of holding companies 
especiaUy in the public service field. Our dis- 
cussion has several times indicated the ad- 
vantage of the large issue in the possibility 
of making the security known and creating 
an active market. This chapter has simply 
pointed out the need for full information. 
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ORIGIN OF THE COMPLEXITY OF LIENS 

'^ In the case of railway bonds the reader of 
financial advertisements and circulars, who is 
not entirely familiar with the processes of cor- 
poration financing, may not readily under- 
stand how it comes about that a bond may be 
secured by a first mortgage on part of a rail- 
road system and have a second mortgage or 
other junior lien on other parts of the system. 
Though the chapter in the first volume on 
** Financing an Expansion" contains the clue 
to the situation, it seems desirable to extend 
the explanation by presenting a concrete 
illustration of the building up of an assumed 
simple railway system showing the result in 
diversified liens. 

Let us assume that at about the same time 
one group of men formed a corporation to 
build a line of railroad from X to Y, and 
another group of men formed another cor- 
poration to build a line from X to R. One 
corporation, the X. Y. Bailroad Company, 
financed its construction by an issue of $5,- 
000,000 X. Y. 20 year first mortgage 5*3 and 
$7,500,000 of common stock, and the other 
corporation, the X. R. Railroad Company 
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similarly financed its construction by issuing 
$6,000,000 X. R. first mortgage 5's and 
$6,000,000 of common stock. Our earlier rail- 
road mileage was built in just that way by 
different groups, in what would now seem 
small sections. No group had developed 
financial power enough to build or own a line 
from the Atlantic to Chicago. 

The group in control of the X. Y. Railroad 
Company, we will suppose, now sees the de- 
sirability of having a line from X. to Z. The 
mortgage securing the X. Y. first mortgage 
5's is a blanket mortgage, and the group in 
control of X. Y. wants to be able to offer a 
first mortgage on the new mileage in order to 
finance it. So they incorporate the X. Z. 
Railroad Company and have the new corpora- 
tion proceed to authorize $4,000,000 X. Z. 
first mortgage 5's. The X. Y. Railroad Com- 
pany owns all the $5,000,000 of stock of the 
X. Z. Railroad Company. 

Since the hen of the X. Z. first mortgage 5's 
has attached to the property, the manage- 
ment of the X. Y. Railroad Company, as soon 
as the construction of the X. Z. is completed, 
vote the stock of the X. Z. Railroad Company 
for a physical merger of the X. Z. property to 
make it an integral and directly owned part 
of the X. Y. property. The X. Y. Raihwad 
Company is now taking all the assets of the 
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X. Z. corporation and dissolving the corpora- 
tion; it will, therefore, assume the bonds of 
the X. Z. corporation, — that is, become the 
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general obligor on and place its general credit 
back of the X. Z. first mortgage 5's, which, of 
course, continue to have their first mortgage 
lien on the line of railroad running from 
X. to Z. The X. Z. first mortgage 5's then 
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become the X. Y. Railroad Company X. Z. 
Division first mortgage 5's. Since the mort- 
gage securing the X. Y. Railroad Company 
first mortgage 5's is a blanket mortgage, 
stipulating that the lien of the mortgage shall 
extend to all future acquired property of the 
X. Y. corporation, now that the X. Y. Rail- 
road Company has acquired the property of 
the X. Z. Railroad Company, the lien of the 
X. Y. first mortgage 5's will extend over the 
X. Z. hne. The X. Y. Railroad Company, 
however, has acquired the X. Z. line subject 
to the existing first mortgage, and therefore 
has bought, to speak in legal terms, the equity 
of redemption in the property. So the hen of 
the X. Y. first mortgage 5's is a mortgage on 
this equity of redemption, or, as we say, a 
second mortgage on that part of the prop- 
erty of the X. Y. Railroad Company which 
forms the X. Z. Division. 

While all this has been going on, let us 
assume that another group of promoters in 
the city of M. has been projecting and build- 
ing a line of railroad from M. to X. This is a 
much larger undertaking than any of those 
we have been considering. Its projectors 
capitalize the M. X. Railroad Company at 
$25,000,000 first mortgage 4f s, $15,000,000 
6 per cent preferred stock and $25,000,000 of 
. common stock. The M. X. Railroad Com- 
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pany proves a profitable enterprise and in- 
creases in financial strength. 

Meantime the X. Y. Raih^ad Company 
has prospered and its management has seen 
certain advantages that would result if it 
could add the X. R. Railroad Company to 
its property. It buys up quietly a good deal 
of the stock of the X. R. Railroad Company 
and makes an offer to the remaining stock- 
holders which results in its acquiring enough 
of the stock to control the situation. Ijet us 
assume that, under the laws of the jurisdic- 
tion in which the X. R. Railroad Company 
is incorporated, a vote of seventy-five per 
cent of the stock of a corporation is suflBcient 
to authorize a sale of the assets of the cor- 
poration. Of course, the sale must be at such 
a price as will afford the minority of stock- 
holders a proper compensation. A majority 
sufficient to vote a sale of the assets must not 
exercise their power in such a way as to work 
a fraud on the minority holders. It would not 
be necessary for the X. Y. Railroad Company 
actually to acquire three quari:ers of Hie stock 
of the X. R. Railroad Company. If by means 
of a depository committee, or otherwise, they 
can count on a three-quarters vote to approve 
the proposal, they can go ahead. It may be 
that the management of the X. Y. Railroad 
Company does not want the stock of the 
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X. R. Company unless it can get enou^ to 
put through the merger. In that event, it will 
prefer not to begin buying the stock, since it 
may not be able to acquire enough on suffi- 
ciently advantageous terms. It can organize 
a depository committee of stockholders of the 
X. R. Railroad Company and agree to pay a 
stated amount for the X. R. property pro- 
vided it gets enough assenting stockholders 
to put through the transaction. Then, if it 
fails to gain the adhesion of enough of the 
stockholders of the X. R. Company the de- 
pository committee can simply return the 
certificates to the stockholders, and the X. 
Y. Railroad Company is not possessed of 
any stock it does not want. 

The management of the X. Y. Railroad 
Company, then, votes to acquire the X. R. 
property on certain terms, and the stock- 
holders of the X. R. Railroad Company vote 
to accept those terms. We will assume that 
any minority stockholders of the X. R. 
Railroad Company are nearly enough satis- 
fied with the transaction not to oppose it, and 
the transfer takes place. In view of the en- 
larged scope of their activities the manage- 
ment of the X. Y. Railroad Company has the 
name of the corporation changed to the X.Y. 
& R. Z. Railroad Company. 
: How did the old X. Y. Railroad Company 
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provide the funds to acquire the new X. B. 
property? Let us assume that at this time 
the X. Y. fiEst mortgage 20 year 5's were 
closely approaching maturity. Then the X. 
Y. Railroad Company authorized a first and 
refunding mortgage bond issue. It author- 
ized bonds to be issued under this mortgage 
of $20,000,000. Of this amount the mortgage 
provides that $5,000,000 are to be issued 
immediately to provide funds to meet the 
maturity of the X. Y. first mortgage 5's. 
The mortgage reserves $4,000,000 to provide 
for the retirement of the X. Z. Division first 
mortgage 5's when they mature. It author- 
ized the issuance of the remaining $11,000,000 
from time to time to provide funds for new 
construction or the purchase of additional 
property or the purchase of the securities of 
other railroads. Since the X. Y. Raiboad 
Company has now had a long record of good 
earnings it can borrow money on more ad- 
vantageous terms than it could while in the 
process of construction. We will assume that 
it makes these new bonds l^s and has them 
run for a term of fifty years. It carries out the 
refunding operation and retires the $5,000,- 
000 first mortgage 5's. The X. Y. Railroad 
Company then buys stock of the X. R. 
Railroad Company, from time to time bor- 
rows funds at the banks temporarily to make 
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immediate payments, and, as it acquires the 
stock, issues additional 4^'s to pay off the 
bank loans. We will assume, as would ordi- 
narily be the case, that the new 4^3 first 
and refunding mortgage is a blanket mort- 
gage. Then after the X. Y. Railroad Com- 
pany had carried out the merger of the X. R. 
line with its existing properties and had be- 
come the X. Y. & R. Z. Raihxiad Company, 
these new first and refunding 4^*3 have a 
first mortgage on the line from X. to Y. 
(the previously existing first mortgage has 
been retired), a second mortgage on the line 
from X. to Z., — that is, subject to tiie X. Z, 
Division first mortgage 5's, — and a second 
mortgage on the newly acquired line from X. 
to Z., — that is, subject to the existing X. Z. 
first mortgage 5's. Of course the X. Y. & R. 
Z. Railroad Company assumes payment of 
the X. Z. first mortgage 5's and they become 
X. Y. & R. Z. Railroad Company X. Z. Divi- 
sion first mortgage 5*3. 

Meanwhile, the affairs of the M. X. Railroad 
Company continue to prosper. Its manage- 
ment becomes impressed with the advantages 
of bringing the M. X. and the X. Y. & R. Z. 
together in a single system. Just as the X. Y. 
had done in the case of the X. R., now the 
M. X. proceeds to acquire stock of the X. Y. 
& R. Z. To finance these purchases the M. X. 
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provides ft collateral trust issue, the M. X. 
Railroad, X. Y. & K. Z. collateral trust 4^*s> 
of which it authorizes $20,000,000. Let us 
assume that by means of this issue the M. X. 
Railroad Company acquires practicaUy all of 
the stock of the X. Y. & R. Z. So the manage- 
ment of the M . X. creates an extensive rail- 
road system, and for some time operates it in 
this form. Let us assume that the manage- 
ment comes to see an advantage in unifying 
the system into the ownership of a single 
corporation. It must get the consent of its 
X. Y. & R. Z. collateral 5 per cent bond- 
holders. Their secxuity is the stock, and in 
effecting a merger the stock will no longer 
exist. So the management of the M. X. 
Railroad Company oflfers these collateral 
bondholders a new security. To make the 
problem simple, let us assume that the col- 
lateral trust 4i's have a market value of just 
par. At the same time the management of 
the M. X. Railroad Company wants to pro- 
vide funds for an extension from M. to P. 
that will cost about $5,000,000. 

The management of the M. X. Railroad 
Company organizes the M. P. corporation, 
and constructs the line from M. to P. The 
M. P. corporation authorizes $5,000,000 of 
first mortgage 5 per cent bonds. The man- 
agement of the M. X. Railroad Company 
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then organizes a new corporation, the M. X. 
Railway Company, with the same amount of 
stock as the M. X. Raih-oad Company and 
proceeds to authorize $30,000,000 of deben- 
ture 4fJ's and to make terms to have the 
M. X. Railway Company take over all the 
properties of the M. X. Railroad Company. 
Holders of stock in the M. X. Railroad Com- 
pany are willing to take the stock of the 
M. X. Railway Company share for share, 
provided that it owns all the properties which 
they now own. In the trust deed securing the 
debentures the railway compsmy agreed not 
to create any new lien that would come ahead 
of the debentures, and if it should create any 
new mortgage at alt, that it would secure the 
debentures equally with any bonds issued 
under the mortgage. Of the $30,000,000 au- 
thorized, $5,000,000 could be issued only 
on the deposit imder the trust deed of the 
$5,000,000 first mortgage S's authorized by 
the M. P. Railroad Company. 

Holders of the M. X. Raihroad Company 
X. Y. & R. Z. collateral trust 4J*s are willing 
to accept these new debentures in place of 
their collateral trust securities. The new de- 
bentures give the same income return. Though 
the new issue is larger than the old, it is given 
a stronger position in that no mortgage can be 
placed ahead of it. This improved position 
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extends to the line of the M. X. To offset 
part of the larger amount of debentures there 
is tiie additional security of the Une of the 
M. P. on which the debentures have virtually 
a first mortgage claim through the deposit of 
the first mortgage security of the M. P. Rail- 
road Company. For the other $5,000,000 
additional of the debenture issue the trust 
deed provides that they may be issued only 
on evidence to the trustee of additions to the 
capital account of the railroad for a like 
amoimt. So, all things considered, the hold- 
ers of the collateral bonds are willing to accept 
the new security in place of the old, and the 
exchange is made. Of course, on the transfer 
of the property the new corporation assimied 
all the outstanding bonds of the old corpo- 
ration. 

(Note) The White and Kemble maps show the various 
liens of boad issues on the r^Iroad aystetna of the United 
^tea. 
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BEOBGANIZATIONS 

So far our discussion has considered only 
those changes in the capitalization of corpo- 
rations which result from the ordinary con- 
duct of their affairs. We have contemplated 
die original issuance of securities at the time 
of organization and such additions as may be 
made from time to time to supply the funds 
for increases in the capital account required 
by an expansion of the business. We have 
also considered such changes as may result 
through the redemption of outstanding secur- 
ities, either for sinking-fund purposes, or to 
allow their replacement by a larger issue with 
the same lien, or to absorb a surplus for which 
the corporation has no other immediate use. 
We have indicated the change which may 
result from the issuance of a convertible se- 
curity through the conversion of part or all 
of an issue of bonds into stock or through the 
conversion of part or all of an issue of pre- 
ferred stock into common stock. All such 
changes in the capitalization of a corpora^ 
tion come about in the ordinary course of the 
financial management of the business. We 
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have still to consider extraordinary changes 
which may take place in the financial plan of 
an enterprise. 

Such extraordinary changes may come 
about as a result of insolvency or may take 
place without insolvency. They may be 
made to remedy some existing defect in the 
financial structure or to meet some new and 
unforeseen requirement of the business. If 
they are made as a result of insolvency, they 
may accompany foreclosure proceedings or 
be accomplished without foreclosure. When 
they accompany foreclosure we say the cor- 
poration has gone through a "reorganiza- 
tion." If the change in the plan of capitaliza- 
tion takes place as a result of insolvency 
without foreclosure, we may say that the cor- 
poration has undergone a "readjustment 
of the capital account." In the event that 
it has become desirable to make a rear- 
rangement of the corporation's finances, al- 
though it continues as an entirely solvent 
or, indeed, it may be, an exceptionally pros- 
perous concern, — in that event we will speak 
of the rearrangement of finances as a "re- 
capitalization." 

Let us first take up a matter of reoi^aniza- 
tion. We will assume a railroad corporation, 
ihe X. Y. Railroad Company, capitalized as 
follows: — 
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Various issues of divisional bonds ag- 

gr^ating $10,000,000 

First and refunding mortgage 4} ptx 

cent bonds «5,000,000 

M, X. Railroad Branch Line collateral 

trust S's 6,000.000 

General mortgage 5 per cent bonds. - . 30,000,000 

Preferred stock, 8 per cent cumulative 10,000.000 

Common stock 25,000,000 

We will assume tliat the corporation has 
committed some default in its obligations to 
its general mortgage bondholders which en- 
titles them to foreclose on the property under 
their mortgage. The bankers who financed 
the corporation may stipulate, and the cor- 
poration may agree, that breaches of various 
agreements on the part of the corporation 
shall constitute defaults entitling the bond- 
holders to foreclose imder their mortgage. 
Of course, the defaidt regularly leading to 
foreclosure is a failure to pay either principal 
or interest when it falls due. The mortgage 
regularly stipulates that a failure to pay in- 
terest shall make the principal due and pay- 
able. 

We will assiune, then, that the manage- 
ment of our corporation foresees that it will 
not be able to pay the interest falling due 
on its 5 per cent general mortgage bonds at 
the next interest period. The earnings of the 
corporation are sufficient to continue the 
payment of interest on the first and refunding 



DD.- zed b, Google 



REORGANIZATIONS 9StS 

4^'s and on the underlying divisional bonds. 
We have to consider the $5,000,000 of collat- 
eral bonds secured by the deposit of all the 
stock and bonds of a branch line. The earn- 
ings of the branch line have fallen to a point 
where the net is not sufficient to meet the in- 
terest charge on account of the collateral 
bonds secured by the deposit of the branch 
line securities. So far as the claim of these 
collateral bonds against the issuing corpora- 
tion is concerned, they are, of course, a general 
obligation merely and junior to the general 
mortgage 5's. The interest date on these 
bonds is, let us say, a month later than that 
of the general mortgage 5's, and the failure 
to pay this interest when it falls due will nat- 
urally follow the failure to meet the interest 
charge of the general mortgage issue. 

Directors and officers of the corporation 
consult with the bankers who have done its 
financing and they decide to be ready to 
apply for a receivership. That the receiver- 
ship should be foreseen and planned for imder 
such guidance is usually in the best interests 
of all the people who have any concern about 
the property. Such managers of affairs are 
best equipped to proceed along a well-de- 
fined line of action and to harmonize the 
conflicting interests. We will refer to them 
as "the management." If the various inter- 
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ests should be permitted to proceed at hap- 
hazard, th^ would cause a much greater 
delay m reaching a settlement and largely 
increase the total losses. Usually it is desir- 
able that the receiver be appointed by a 
federal court. It is eq>eciaUy import^it that 
the federal court should assume control of 
the property if it is a line of railroad running 
through or into more than one State. For 
the purpose of getting a federal receivership 
counsel for the management, looking forward 
to the anticipated default, will prepare a 
creditors' bill in which bondholders or other 
creditors, living in some State other Xhan the 
State in which the corporation is incorporated 
will appear as the petitioners for the receiv- 
ership. The fact that the petitioners are 
citizens of a different State from that in 
which the corporation is incorporated gives 
the necessary diversity of citizenship to en- 
able the federal court to take jurisdiction 
and appoint a receiver. 

If a state court appoints a receiver, the 
receiver can tahe only the property in the 
jurisdiction of the court. The court has no 
jurisdiction outside of its own State and for 
property of the corporation in another State 
another appointment of a receiver will have to 
be made. Even if no quarrel arises among 
different sets of creditors and even if the 
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courts of other States would appoint the 
same man appointed by the court of first 
jurisdiction, the delay in the appointment 
and his responsibility to the several courts 
would cause expensive and otherwise serious 
difficulties and delays. 

The mere fact of a def aidt in the payment 
of interest will not in itself give the court a 
sufficient ground for the appointment. The 
court must be shown that a receivership is 
necessary to prevent loss or injury to those 
financially interested. If there is a default, 
however, sufficient other grounds can usually 
be found to justify the appointment. 

When the receiver is appointed, the man- 
agement of the property owned by the cor- 
poration is taken out of the hands of the offi- 
cers of the corporation and vested in the court 
appointing the receiver. He is simply the 
officer or agent of the court. On all large 
matters of policy and on any. question out- 
side of the ordinary matters of operation he 
must go back to the court for authority. 

The appointment of a receiver does not 
change the natiue of the legal rights of the 
security-holders. He acts, however, as an 
agent of the court exercising its equity juris- 
diction. While the property is in the posses- 
sion of the court acting as a court of equity, 
legal rights may not be enforced except with 
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the pennjssion of Uie court. The principle 
underlying this suspension of the legal rights 
of the security-holders is that the prompt en- 
forcement of the legal rights of any one set of 
security-holdCTs or other creditors might work 
such an iajury to other people who have a 
finmicial interest in the property as to amount 
to an essential injustice. The law says in sub- 
stmice to the defaulted bondholder that the 
damage he may do another by a prompt en- 
forcement of his right will be so much greater 
than the damage he will suffer by delay that 
the real justice of the situation demands that 
he suffer the delay. 

It is the duty of the receiver inmiediately 
on his appointment to take possession of all 
the property covered by the mortgage secur- 
ing the bondholders, or subject to the satis- 
faction of the demands of the creditors, who 
made the application for his appointment. 
The corporation no longer has any voice in 
the management of the property. The re- 
ceiver operates the road with essentially all 
the powers that the corporation had before 
his appointment. The directors of the corpo- 
ration, however, necessarily looked at every 
question from the viewpoint of the interest 
of the stockholders. The receiver must pur- 
sue such a course as will best conserve the 
property for the benefit of all people finan- 
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cially interested. Whenever extraordinary 
.natters come up, or he is in doubt about 
what course he ought to piu^sue, he should 
consult the court. 

The receiver may do some things which 
"iave an important bearing on the financial 
position of the business. ^_any pat i of the 
prnppTty whirh fonif^ into his pf>|w ession 
consists of Je_asedLa33pgr ty and he co nsiders 
"theTeirns of the lease aot-adgaata geous to the 
"bpsinesg^Uielffiay elecL.tt ulisaffirm the lease: 
that is, he may discontinue operating the 
leased property and turn it back to the les- 
sors. He is not obliged to do this at once, but 
may take possession of the leased property 
and operate it long enough to learn whether 
it is profitable or not. 

He may find, among other property that has 
come into his possession, certain cars and lo- 
comotives which the corporation had bought 
under the terms of an equipment trust agree- 
ment. Just as in the case of the leased line 
the receiver may elect to disregard this agree- 
ment. He may then turn the equipment 
back to the equipment bondholders. If the 
receiver finds the equipment necessary to run 
the business properly, he may retain it for 
his use, and he will, in that event, be obliged 
to pay whatever the use is reasonably worth. 
The retention of the equipment, though the 
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receiver may refuse to recognize the terms 
on which it was bought, is justified on the 
ground that the railroad is a pubUc service 
corporation, — that is, a business affected 
with a special public interest, — and the im- 
portance of continuing to render the service 
to the pubHc overrides other considerations. 
This general principle pervades the manage- 
ment of a railroad property in the hands of 
a receiver. 

The most usual demand made on the re- 
ceiver for new financing arises out of the 
general physical condition of the property. 
Ordinarily this is seriously depleted by the 
time it comes into the receiver's possession. 
The management of a corporation naturally 
pays interest at the expense of maintenance 
just as long as it can, until it is confronted 
with the fact that the cost of conducting 
operations has increased because of the bad 
condition of the property. The property may 
have reached such a state of deterioration 
that it would be impossible to continue oper- 
ations, no matter how great the cost, without 
fiirst spending substantial sums on mainte- 
nance. If the receiver is to operate the prop- 
erty, he must raise the funds to meet these 
necessary expenditures. 

This brings up the problem of financing a 
business in a receivership. Since the business 
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is in such a condition that it cannot meet its 
obligations to its existing creditors, obviously 
no one will advance funds to the business 
without some special assurance of payment. 
To meet the situation the law must allow any 
<^e jvho su gplips "pw fiinHti n p.paf^w^ posi- 
tionT I'o provide the funds the court author- 
izesthe receiver to issue rec eiver's certificate s, 
and in its order gives them such priority as 
it considers necessary. It may, and usually 
does, give them a lien on the assets and earn- 
ings of the business ahead of every other lien 
on the property except for taxes. The order 
of the court may, however, place the lien 
anywhere, and might place it only just ahead 
of that of the bonds in default. The court 
also determines the rate of interest the cer- 
tificates may bear and the price at which 
they may be sold. K they should fa^l due 
before the receivership is terminated, they 
would ordinarily have to be refunded by an- 
other issue of certificates. Those outstanding 
at the time of the adoption of a plan of reor- 
ganization have to be provided for in the 
plan. Bondholders are entitled to notice of 
the application for the issuance of receiver's 
certificates and to appear in court and show 
that they are not necessary, or that it is not 
necessary to give them a Hen ahead of the 
bonds. 



DD. zed by Google 



230 CORPORATION FINANCE 

Let us assume that in the case of the X. 
y. Railway Company the general mortgage 
bondholders make application for the issu- 
ance of $500,000 of receiver's certificates to 
put the property in condition, and that after 
a hearing the court grants the application and 
orders that they bear interest at the rate of 
6 per cent and fall due in three years. The 
court authorizes the receiver to sell them at 

In discussing the receivership we have run 
a Uttie ahead of the story. At the same time 
that the creditor's hjU^aJcing ^e_8,ppUea- 
tion for the receivership^yaa Being^^ gparw i 
~ ^e lii au ag e me u t~war jI^jo rming a bon3- 
holder^-i protecEye conmu tteel To 3b this, 
they get four or five men whose names are 
likely to be favorably known to the bond- 
holders to serve on a committee to take care 
of the interests of the bondholders during the 
receivership. The committee, it is antici- 
pated, will also follow up the rights of the 
bondholders through the foreclosure. Pre- 
sumably they will supervise the work of 
drawing up the plan of reorganization. It is 
desirable from the standpoint of the manage- 
ment to have the personnel of this committee 
all determined and ready to announce as 
soon as the application for the receivership is 
made. The prompt annoimcement of a pro- 
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tective committee may forestall the appear- 
ance of another committee. For the forma- 
tion of a protective committee is purely a 
volmiteer matter. Any group of men may 
announce themselves as a protective commit- 
tee for any of tiie issues of securities and ask 
holders of the issue to place their interests in 
its hands. If the mana^meat does not have 
a committee ready to be announced, other 
volunteers are sure to appear. Though the 
managemoit does form a committee which 
annoimces itself promptly, it is still possible 
that other committees will appear. Even in 
that case the committee arranged by the man- 
agement gains strength from the very fact 
of being the first. It stands in the posi- 
tion of being the "official" committee. Later 
committees must assimie the position of being 
in opposition. Of course the management 
hopes tJiat if its committee is early in the field 
these opposition committees will not appiear. 
No security-holder can be compelled to en- 
trust his interests to any committee. But the 
infiuence of any committee depends on how 
large a proportion in holdings of owners of 
the issue it can win the adherence of. As one 
device for getting bonds deposited, the com- 
mittee may offer to pay depositors the inter- 
est installment immediately in default and 
take the deposited bonds as collateral for the 
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advance. The present cash, the immediate 
continuance of income, may loom rather large 
in the eyes of the bondholder, and, seeing no 
special reason why he should not deposit, it 
may induce him to act. The mortgage secur- 
ing the bonds may ^ve to the holders of 
a majority of the bonds, or to the holders of 
seventy-five or of eighty-five per c^t, certain 
powers, so that the action of the specified pro- 
portion will be binding on the rest. If such 
provisions are in the mortgage they form part 
of the contract with all bondholders, and the 
minority have no legal right to complain if 
the specified majority exercise the authority 
the mortgage gives them. If the committee 
can get the required majority to entrust their 
affairs to it, then it can take advantage of 
such powers as the required majority may 
have. Quite apart from these special provi- 
sions the weight of the committee in the pro- 
ceedings looking toward reorganization will 
depend upon the "^number of security-holders 
it represents. Of course, in saying " number 
of security-holders" we mean the holders of 
agivennumberof bonds; that is, it is the num- 
ber of securities held rather than the num- 
ber of people holding them that counts. Be- 
sides, there is a wide difference between not 
representing all the security-holders and hav- 
ing those security-holders who have not chosen 
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the "official" committee to represent them 
represented by another committee. 

While getting ready with the committee to 
solicit the support of the holders of the most 
important defaulting bond issue, the manage- 
ment will at the same time endeavor to have 
a harmonious personnel on the committees 
to represent the holders of other issues of 
securities. There will be a committee for 
every issue of bonds, debentures, or notes in 
default, and for each stock issue. Some of the 
issues which are not in default, and in which 
defaults are not anticipated, also may have 
protective committees. This may prove ad- 
visable because matters may come before 
the court in the receivership, particularly the 
question of placing the Hen of receiver's cer- 
tificates ahead of the lien of bonds not in 
default, which will affect their interests, and 
in which they will need to be heard. Of 
course, the holders of all securities prior to 
those in default have a lively interest in the 
processes of the receivership and the reorgani- 
zation, and may need constant representa- 
tion to see that their interests are protected. 
Though the interests of the holders of the 
various security issues are necessarily diver- 
gent, there is a great difference between hav- 
ing protective committees which will work 
together as harmoniously as their divergent 
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interests will pennit, and having conunitteea 
which will clash more than their jeopardized 
interests make inevitable. So it will be part 
of the problem of the management endeavor- 
ing to shape the general course of the re- 
organization to have as attractive a personnel 
as possible appear to soHcit the representa- 
tion of holders of the various other issues of 
seciunties as well as of the holders of the prin- 
cipal issue in default. 

Leaving for the moment the consideration 
of these various other committees, let us 
trace through the procedure of the principal 
committee; that is, the one to represent the 
holders of the principal issue in default. The 
bondholders will signify their consent that 
the committee shall represent them according 
to the terms of the protective committee's 
agreement by d^oBi ting their b^dg_ witb_ 
some trust compan y desi^ated aa deppsitm y 
and~acC^ling a depository receipt or certify 
icate for them. 

It is important from the viewpoint of 
those expecting to guide the reorganization 
that this protective committee's depository 
agreement should give the committee broad 
powers. Such broad powers are probably in 
the interest of the depositing bondholders. 
To act effectively the committee needs au- 
thority to meet emergencies and to choose its 
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policy from the widest possible field. This 
depository agreement looks forward to a plan 
of reorganization. The committee must get 
the special consent of a depositing bondholder 
to the plan of reorganization, or permit him 
to withdraw his bonds so that he will not be- 
come a bondholder assenting to the reorgani- 
zation plan, and the protective committee's 
depository agreement wiU provide for such 
withdrawal. Showing how the protective 
committee's agreement anticipates the prep- 
aration of the plan of reorganization, read 
the following quotations from one such agree- 
ment: — 

The committee shall have power, if and when- 
ever it deems such action advisable, to prepare 
and adopt a plan for the reorganization or read- 
justment of the railroad company, its affairs and 
properties, including or excluding, as the com- 
mittee shall determine, the affairs and properties 
of any one or more of the railroad company's 
subsidiary, controlled, affiliated, or allied com- 
panies or interests, or may approve and adopt 
any plan for the reorganization or readjustment 
thereof, though not prepared by it. Such plan 
may provide for the reorganization of the com- 
pany or the adjustment of its affairs either alone 
or in conjunction with the reorganization of or 
adjustment of the affairs of any other corporation 
or corporations which, in the opinion of the com- 
mittee, it is desirable should be included in such 
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plan, and for the acquisition of any property 
deemed desirable for the purposes of such reor- 
ganization or readjustment, and may provide for 
Testing in a single corporation, or in one or more 
corporations, whether the present railroad com- 
pany or some other corporation or corporations, 
all or any of the properties of the railroad com- 
pany and other properties and for the sale, lease or 
other disposition of any properties of the railroad 
company or other properties. Any such plan may 
recognize and make provision for any or all of the 
securities, obligations, and indebtedness of the 
railroad company and of any other corporation or 
corporations included in said plan, whatever may 
be their priority of lien, and also for any or all 
liens upon the properties of the railroad company 
or of such other corporation or corporations, or 
upon any other property acquired for the pur- 
poses of reorganization, and prescribe the re- 
spective terms and conditions on which the 
holders of each or either of the classes of stock or 
certificates deposited hereunder, or of others of 
the securities, obligations, indebtedness or liens 
aforesaid, may obtain such recognition and par- 
ticipate in the benefits of the plan. Any such 
plan of reorganization or readjustment may be 
prepared or approved, and adopted by the com- 
mittee, either before or after a sale, or a contract 
for the sale, of the franchises, properties, or assets 
of the railroad company or any part thereof, or 
of any subsidiary or allied corporation. Such 
plan may provide for the sale or exchange of the 
shares of stock or stock trust certificates deposited 
hereunder or either class thereof (pr^erred or 
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common) or any of them, or for the sale or re- 
sale of any property or any part thereof acquired 
by or on behalf of the committee hereunder, and 
may contain all such provisions as the com- 
mittee shall deem advisable for the reorganiza- 
tion of the company or the readjustment of its 
affairs either alone or in conjunction with the 
reorganization of any other corporation or cor- 
porations, and for raising or obtaining all funds 
deemed necessary for the purposes of such reor- 
ganization or adjustment. 

Such plan may constitute managers of the re- 
organization or readjustment under it and pro- 
vide for their compensation and expenses and the 
members of the committee, or any of them or the 
members of any other committee of the holders 
of the stocks, bonds, obligations, or liabilities of 
the railroad company, or representative of such 
stocks or of the stocks or securities of any other 
corporation or corporations, may act as such 
managers or may be members of any committee 
constituted by said plan. 

Such plan may make provision for the payment 
of the compensation, disbursements and expenses 
of the committee and of any other committee or 
committees representing the holders of stock, 
bonds, obligations or indebtedness of the com- 
pany or of any other corporation or corpora- 
tions, or of certificates representative thereof, 
and may charge with the payment thereof or of 
any part thereof, as well as of all or any part of 
the indebtedness, liabilities, and obligations in- 
curred by the committee and any such other com- 
mittee or committees, the shares of stock, bonds, 
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obligatkms, securities and property or any part 
thereof at any time subject to such plan; and 
may confer upon the committee or any other 
committee or committees constituted thereby 
or provided for therein or upon the managers 
thereunder, any powers and discretion which 
the committee, in its uncontrolled discretion, 
may deem proper and expedient, although not 
expressed or contemplated in this agreement. 

On depositing his bonds with the desig- 
nated depository trust company the bond- 
holder will be given a certificate of deposit, 
which will read somewhat as follows: — 
Certificate of deposit of five per cent general 
mortgage bonds of the X. Y. & Z. Railroad 
Company, under deposit agreement dated 
May 28, 1916, between Thomas Brown, 
Henry Robinson, John Jones, Robert Smith, 
and Richard Ames and the holders of the 
five per cent general mortgage bonds of the 
X.y. & Z. Railroad Company. 
The Manhattan Trust Company of New York 
hereby certifies that it has received from 
five per cent general mortgage bonds as above 
stated, subject to the terms and conditions stated 
in the above-mentioned deposit agreement. The 
holder hereof assents to and is bound by the pro- 
visions of said agreement by receiving this cer- 
tificate and is entitled to receive all the securities, 
benefits and advantages to which the depositor 
of said shares is or may become entitled, pursuant 
to the provisions of said agreement. The interest 
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represented by this certificate is assignable, sub- 
ject to the terms and conditions of said agree- 
ment, by transfer upon the books kept by this 
company for that pmpose by the holder hereof 
in person or by attorney, upon the surrender of 
this certificate duly indorsed for transfer. 

Nbw York, . 1916. 

The Manhattan Trust Company of New York 

By 

Vice-President. 

Asdstan^Treasurer. 
Registered 

The Financial Trust Company, R^istrar, 
By 

AssistaTit-Secretary. 

For value received hraeby sell, 

assign and transfer unto the 

within certificate and all rights and interests 
represented hereby, and do hereby irrevocably 
constitute and appoint attorney, to 

transfer the same on the books of the said trust 
company, with full power of substitution in the 
premises. 

Dated , 1916. 

(L.S.) 

In Presence of 

Though the form given shows a registered 
certificate transferable only by change of 
registration, such receipts may be issued to- 
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run to "bearer." The registered form is usual, 
however, and an endorsement of the power 
of attorney in blank makes it suflSciently 
negotiable. 

Of course, the purpose of issuing these 
certificates, besides their immediate service 
as a receipt, is to supply the bondholder with 
something he can sell. If tiie issue now in 
default had a market when it was not in 
default, the course of dealings will continue 
after the default at prices representing the 
condition and prospects of the security. 
Dealings will take place in the deposit certif- 
icates just the same as in the security itself. 
Note the statement in the protective com- 
mittee announcement shown a little later 
that: "Application will be promptly made 
for listing the certificates of deposit on the 
New York Stock Exchange. In fact a course 
of dealings will go on side by side in the 
deposit certificates and in the undeposited 
securities, and a slight difference in the quo- 
tations may arise depending on an opinion 
as whether it is more advantageous to have 
deposited or not to have deposited. 

Though the bondholder who does not at 
once deposit his bonds may be taking a posi- 
tion which somewhat resembles that of the 
dog in the manger, he is nevertheless making 
a fairly good speculation in not depositing 
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quickly. Every protective committee neces- 
sarily involves some expenditures which the 
depositing bondholder will have to bear in 
tiie proportion that' the number of bonds he 
deposits bears to the total nmnber of bonds 
deposited. The members of the protective 
committee are entitled to some compensation 
for their services. The depository agreement 
should specifically provide for the amoimt of 
this compensation, or the means of determin- 
ing what the compensation should be. Prob- 
ably they will have coimsel fees to pay. There 
will be incidental expenses of printing, clerical 
assistance, postage, the fee of the trust com- 
pany for acting as depository, etc. The vari- 
ous expenses may run to a considerable total. 
Though the amount apportionable to each 
bond deposited will not be great, it will 
nevertheless amount to something, perhaps 
from one half to one and a half per cent. If 
the committee is not able to bring about a 
reorganization and dissolves without ac- 
complishing anything substantial, those who 
have deposited will have to bear this expense 
and will be no better oflf than those who did 
not deposit. Usually the desire of tiie com- 
mittee to get as many bonds deposited as 
possible leads to its allowing a considerable 
period at the very start within which to 
deposit, and from time to time to annoxmeing 
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aa extension of the original time for deposit. 
So the bondholder who does not deposit at 
once is likely to have the opportunity open to 
him for a considerable period, and as time 
elapses he may be able to see more clearly 
whether it is desirable for him to deposit or 
not. 

On the other hand, if a sufficient number 
of bondholders adopt this Fabian policy, 
they may so delay the process of reorgani- 
zation as to cause loss to all bondholders, 
including, of course, themselves. So if the 
committee which solicits the deposit of his 
bonds is satisfactory, he may regard it, not 
only as a duty of loyalty, but his best finan- 
cial policy, to deposit his bonds, and by so 
doing add all the strength he can to the com- 
mittee, and by giving it strength lead to the 
coming in of the Fabian ones. 

The following annoimcement of a protec- 
tive committee will illustrate some of the 
statements made: — 

To holders of Missouri, Kansas & Texas Railway 

Company 100-year second mortgage 4 per 

cent gold bonds, due June 1, 1090, interest 

payable February and August 1st — 

The interest due and payable February 1, 1916, 

on the above described bonds has not been paid. 

At request of the undersigned committee, 

formed for the protection of these bonds, the trus- 
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tee under the mortgage has intervened in the 
foreclosure proceeding now pending, and has 
filed its petition asking the court to order pay- 
ment of interest on the bonds. 

It is essential that holders should immediately 
deposit their bonds, with al! unpaid coupons 
attached, with the Union Trust Company of New 
York, Depository. The committee will continue 
to receive deposits of bonds until the close of 
business on June 15, 1916, and, thereafter, only 
upon such conditions as the committee may de- 
termine, 

The depository will issue certificates of deposit 
therefor under a deposit agreement dated Decem- 
ber S3, 1915, copies of which may be obtained 
from the depository. 

The deposit agreement provides an opportunity 
for any depositing bondholder to withdraw, in 
case any plan of reorganization formulated is not 
approved, on payment of a proportional share of 
expenditures and obligations of the committee, 
which share is limited to the amount, or rate, 
of $10 for each $1000 face value of bonds de- 
posited. 

Application will be promptly made for listing 
the certificates of deposit on the New York Stock 
Exchange. 

New York, June 2, 1916. 
G. K. B. Wade, Secretary, Edwin G. Merbiu\ 

80 Broadway, New York. Chmrman, 

Spooner & Cotton, Lewis L. Clasks, 

Coumel. P. J, GooDHAiiT, 

Union Tbubt Company of N.Y.. W. J. Mathbson, 

Deporilory, D. E, Pomkhot, 

80 Broadway. New Ywk City. Committofc 
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Note tlie statement of tiie limitation of 
expenses. This encourages depositing by 
letting the depositor know the limit of his 
liability. 

If the bonds in default are a large issue, 
part of which has been sold abroad, banks at 
the financial centers of the countries in which 
the bonds are largely held will be appoLuted 
depositories for the foreign bondholders. For- 
eign bondholders may organize a protective 
committee of their own which may decide 
to cooperate with the American committee, 
or may oppose it in some or all of its pro- 
posals. In the designation of depositories 
the committee aims to make it as easy as 
possible for Uie bondholders to deposit and 
to present them with institutions sufficiently 
well known to them to have their confidence. 

What has been said of the committee of 
the holders of the principal defaulting issue 
applies generally to the various protective 
committees of the other issues. Each com- 
mittee desires to have deposited under its 
agreement as large a proportion as it can 
possibly get of the issue it seeks to represent. 
Just as the diversity of interest of bond 
issues of different securities makes it neces- 
sary to have separate trustees for the several 
issues, so the diversity of interest, when the 
business is looking toward a reorganization. 
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makes it desirable to have different d^>osi- 
tories for at least the more important issues. 
Of course, the situation is not at all the same 
in the case of the protective committee 
depository as with the trustee. The trustees 
of different issues may actually have to take 
action in opposition to each other. The de- 
pository under a bondholders' agreement is 
filling a purely administrative fimction. Dis- 
cretionary action lies with the committee it- 
self. Still it looks better, and is better, to 
have different depositories. 

Immediately on the default, and simultan- 
eously with the filing of the bill applying for 
the appointment of a receiver, the protective 
conmiittee organized for the principal de- 
faulting issue will give notice of its formation 
by extensive advertising, in which it will 
solicit the holders of bonds of the issue to 
make the committee their representative by 
depositing bonds under the protective agree- 
ment prepared. The extent to which this 
agreement grants specific powers to the com- 
mittee makes it run into a considerable docu- 
ment. Regularly it is printed as a pamphlet, 
and the bondholder may, if he wishes, procure 
a copy from the depository trust company. 
Its provisions will be drawn so that ttie com- 
mittee can count upon the bonds during the 
life of the agreement, or until the reorgani- 
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zation plan is announced. Arranging for a re- 
organization is a tedious process and is likely 
to extend over several years. So it is de- 
sirable to make the life of the committee run 
for five years before it e^ires by limitation of 
time. 

Meantime, after the bill for the appoint- 
ment of the receiver has been prepared, and 
the protective committee agreement drafted, 
counsel for the management trying to steer 
a safe course through reorganization will be 
preparing the foreclosure suit, which they 
will begin as soon as possible after the ap- 
pointment of the receiver. It will be their 
aim so far as possible to avoid the delays and 
complications of intervening parties. We 
have assumed that the holders of a majority 
of the bonds of the issue have deposited their 
bonds with the depository of the "official" 
committee. If the minority bondholders, or 
any part of them, have organized under a 
separate committee, coimsel for the major- 
ity committee bringing the foreclosure suit 
may welcome the intervention of the minority 
committee in the foreclosure action in order 
that it may appear conclusively that the mi- 
nority holders have had their hearing. 

The mortgage regularly gives the trustee 
the right to other remedies besides fore- 
closure. It provides that the trustee, in the 
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event of a default by the corporation, may- 
take possession of the mortgaged premises and 
operate the road and otherwise manage the 
business until the money due under the mort- 
gage is either paid or provided for. When the 
trustee has taken possession under this pro- 
vision, the trustee may, under the regular 
provisions of the corporate mortgage, also 
sell the property to satisfy the claims of the 
bondholders. The mortgage further author^ 
izes the trustee, without first taking posses- 
sion of the property, to sell it at public sale. 

As a matter of fact these special remedies 
stipulated for in the mortgage are not taken 
advantage of. They raise perhaps too many 
questions of the rights of other parties. Yet 
the lawyer drawing the mortgage would not 
think of leaving them out. They are addi- 
tional rights and protection, and a situation 
might conceivably arise when they would 
prove useful. But the path to settlement by 
way of the receivership and foreclosure is too 
well worn and relatively easy to travel to be 
departed from unless very exceptional cir- 
cumstances should arise. 

closure of the mortgage, after the action is 
broughtr-ts'to I^Jrel^a-iBKamination and ap- 
prais^'^^l ie propert y. This looks toward de- 
termmmg its real condition and value, and 
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when done will be helpful, especially in de- 
termining what shall be the minimum price 
at which it may be sold under foreclosure. 
Such minimum price is called the "upset 
price," and means that at the foreclosure sale 
no bid below the upset price will be received. 
In the case of a large railroad property this 
examination is bound to take a year or two. 
Engineers will have to go over the entire 
mileage and report on the physical condition 
of the property. Expert accountants will go 
over the books and make an auditor's report. 
A reorganization of a large railroad involves a 
great deal of real work. This discussion will 
probably give the uninitiated some idea of 
the reason why it usually takes several years, 
even with no especially unfavorable develop- 
ments, to complete the process. 

It is the duty of the trustee under the mort- 
gage to bring the foreclosure suit. The bond- 
holders bring the action directly only in case 
of the neglect or refusal of the trustee to act. 
The trustee is the mortgagee and the proper 
party to appear. The mortgage contains 
elaborate provisions for guidance in the event 
of foreclosure. Some of these are concerned 
with the protection of the trustee and are in- 
serted in the mortgage at the trustee's in- 
stance. The trustee cannot be compelled to 
bring the action unless first given an indem- 
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nity against any liabilities it may incur in the 
course of the proceedings. Of course, the 
trustee has no real financial interest in the 
proceedings, and those who are attempting to 
guide the business through to reorganization 
will probably supply most of the energy nec- 
essary to push the matter along. They will 
find it desirable to push it as rapidly as possi- 
ble, because the longer the matter is delayed 
the greater opportunity is given for hostile 
forces to arise. 

With the foreclosure suit entered and the 
appraisal under way, those who are in charge 
of the movement toward reorganization will 
begin to work on ^e reorganization plan. All 
the work of reorganization looks forward, of 
course, to the formation of a new corporation, 
under such conditions and with such a plan of 
capitalization as will enable it to operate the 
railroad or continue the enterprise and meet 
its obligations. We will consider later the 
financial considerations of the new financial 
plan and its aim of reducing fixed charges to a 
point where the business can meet them. 

Obviously a large railroad system cannot 
be bought ofihand like a piece of second-hand 
furniture at an auction sale. The magnitude ■ 
of the transaction requires that it be care- 
fully prepared for. Even though the property 
is sold at public sale, as a matter of course 



DD. zed by Google 



850 CORPORATION FINANCE 

there is only one bidder, the group which 
has been in charge of the reorganization pro- 
ceedings all along, and has carefully prepared 
its plan and arranged for the necessary finan- 
cial backing. It is the magnitude of the en- 
terprise that requires the holders of the de- 
faulted securities to provide for carrying on 
the business in order that they may realize 
something on their investment. If the bond- 
holders saw a chance of various outside inter- 
ests coming forward and bidding for the 
property in such a way that it would realize 
approximately its actual value, then they 
would be very glad to let somebody else buy 
it, and they would take their share of the 
proceeds. But the only way they can actually 
realize the fair value of the property is to take 
the property itself for themselves. The fore- 
closure proceedings are gone through with 
to fix definitely the rights of all the parties 
in interest and to permit the business to go 
ahead on a well-defined basis. Because those 
who have been in charge of the proceedings 
have a well-organized plan and financial back- 
ing arranged, they are prepared to purchase 
the property at the foreclosure sale. 
K" The statutes of some States expressly pro- 
vide that the purchasers of a railroad property 
at a foreclosure sale do not need formally 
to incorporate. Such States incorporate the 
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business through the operation of the law by 
reason of the fact itself of the purchase under 
foreclosure. In the absence of such a statute, 
if the new corporation is not already formed 
by the time of the foreclosure, those in charge 
of the reorganization can effect the purchase 
and hold and operate the property as individ- 
uals until the new corporation is formed and 
ready to take over the property. 

A raihroad corporation involves two distinct 
franchises, the franchise to operate the rail- 
road and the franchise to be a corporation. 
It is not necessary to be a corporation in 
order to enjoy a franchise to operate, and the 
fact of being a corporation does not in itself 
give the right to operate. Sometimes the 
franchise to operate is expressly mortgaged 
and passes to the purchaser at the foreclosure 
sale. Though many States forbid the corpora- 
tion to mortgage its franchise to operate, 
nevertheless on a foreclosure sale this fran- 
chise passes to the purchaser. Many technical 
legal considerations revolve about this point, 
and we will not discuss it further here, but 
assume that the franchise to operate effec- 
tively passes under the foreclosure. 

The next matters in the process of reorgan- 
ization center about the reorganization agree- 
ment. These matters may be summarized 
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The financial plan. 
The reorganization agreement. 

The filing of the reorganization agreement with the de- 
positories and advertiaiog the filing. 

Giving depositors an opportunity to withdraw, 
I>eclaring the plan operative (or inoperative). 

We have already mentioned the idea of the 
financial plan of cutting down fixed charges 
and providing the cash necessary to put 
through the reorganization. The big work 
of the reorganization comes in arranging a 
financial plan that will accomplish these re- 
sults and at the same time be acceptable to a 
sufficient number of the parties in interest to 
enable it to be put through. We will reserve 
for the present a discussion of the principles 
and difficulties involved in drawing up this 
plan and assume that the reorganization 
committee has done the best it can. For at 
this point the various protective committees 
agree on a new committee which will go 
ahead and directly plan the details of the 
reorganization. Though it will, of course, 
represent principally the interests of the pro- 
tective committee for the issue most con- 
cerned, its duty will be to formulate a plan 
which will, if possible, win the adherence of 
the otter protective committees. 

The reorganization agreement provides for 
the consent of the various parties in inter- 
est that the reorganization may be carried 
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through under the financial plan proposed. 
Note that this is the second agreement which 
the security-holder is asked to make. The 
first, the depository agreement, under which 
he was asked to deposit his securities with 
some trust company and constitute the pro- 
tective committee his agents for taking steps 
toward a reorganization, we have already dis- 
cussed. The reorganization agreement names 
the managers whom the reorganization com- 
mittee has decided upon. They are likely to 
be one or more of the banking houses which 
have in the past handled the financing of the 
corporation, and which are therefore inter- 
ested in having the reorganization as success- 
ful as possible. The reorganization plan itself 
needs to win the adherence of the various 
protective committees, and the managers 
under it must be such as to meet with the 
approval of these committees. 

Recall that each protective committee, in 
soliciting the adherence of the holders of 
securities of the issue for which they sought 
to act, designated some trust company or 
bank with which the holder was asked to de- 
posit his security, t* Copies of the financial 
iplan and agreement will be filed with each of 
these depositories. The fact of the filing will 
be advertised in the city of each depository 
bank or trust company. It is also customary 
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for a committee to advertise in any cities in 
which the securities have been sold to any 
large amount and if any considerable amount 
of the securities has been sold abroad, a 
committee will advertise there also. Since the 
certificates of deposit the security-holders 
have received are negotiable, in the sense that 
the rights under them may be made to pass 
by delivery, the protective committee does 
not know just what individuals may consti- 
tute the parties in interest at the particular 
moment. So this advertising is necessary to 
give notice of the situation. The reorganiza- 
tion agreement will provide that security- 
holders who have deposited their securities 
under the provisions of the protective com- 
mittee's agreement may withdraw their se- 
curities within a stated time, say twenty days, 
and that if they do not withdraw they will be 
presumed to have assented to the terms of the 
reorganization agreement. If they withdraw, 
they must, of course, surrender the certificates 
of deposit they received when they deposited 
their securities under the protective com- 
mittee agreement. If they do not withdraw, 
these same certificates will continue to repre- 
sent their interest in the reorganization agree- 
ment. At this time another opportimity will 
be given to security-holders who have not 
already deposited their securities to come in 
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and deposit. When tfiey do so they will re- 
ceive a certificate of deposit just like that of 
those who have already deposited. Naturally 
any one depositing his securities at this late 
date will be required to assume as large a 
proportion of the expense of the protective 
committee as if he had deposited at the very 
beginning. In fact, the protective commit- 
tee's depository agreement probably limited 
the time within which the security-holder 
could deposit, but left it in the discretion of 
the committee to extend this time. It is so 
desirable that the committee control as many 
bonds as possible that this time limit is likely 
to be extended and perhaps extended again 
several times before finally further opportun- 
ity is given to deposit after the filing of the 
reorganization agreement. The original de- 
pository agreement may have provided that 
if a holder did not deposit within the time 
limited he could subsequently deposit only on 
the payment of a penalty. The penalty would 
be fixed at perhaps one per cent, or $10 a 
bond. The protective committee will adopt 
whatever policy as to depositing it tiiinks 
likely to give it most strength. But, of course, 
it would be unfair to the earlier depositors if 
people who came in subsequently were not 
obUged to bear their full proportionate share 
of the expenses. Filing the reorganization 
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plan and agreement marks one of the critical 
times in the process of a reorganization. How 
many of the deposited bonds will be with- 
drawn? How many bondholders who have 
stayed out heretofore will come in and deposit 
now that they know definitely the terms of 
reorganization? When the shift is over, will 

fe result justify dedaring the plan operative? 
Another situation now needs further ex- 
planation. We have mentioned the appraisal 
of the property as helping the court to fix the 
proper upset price for the foreclosure sale. 
This is one of the delicate and critical matters 
of the procedure. Some of the bondholders 
will refuse to become parties to the reor- 
ganization agreement. Their refusal to enter 
into this agreement cannot, however, deprive 
them of their rights as bondholders. The 
property must be sold at a definite price. The 
bondholders who become parties to the agree- 
ment undertake to accept new securities, 
under such conditions as the agreement in- 
dicates, in settlement of their rights under the 
foreclosure which they have entrusted to 
their protective committee. Let us assume 
that a sufficient number of bondholders join 
in the reorganization plan to make the man- 
agers feel justified in declaring it operative. 
At the time of the foreclosure sale the man- 
agers will have to be prepared to bid for the 
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property, and the upset price will indicate tiie 
lowest price which will be accepted as a bid. 
Each bondholder is entitled, so far as the fore- 
closure proceedings are concerned, to his pro- 
portionate share of the price established at 
the sale of tiie property as the selling price. 
Those who have joined in the reoi^anization 
agreement, however, have cast their lot with 
the property or biasiness itself, and to that end 
have given the reorganization managers the 
disposition of their interest in the proceeds of 
the foreclosure. Since this is the regular and 
normal thing, the procedure will provide for 
cutting out some of the motions tiiat simply 
counteract each oUier. Let i^ assume, as 
ordinarily the case would be, that a property 
is being sc^d at the foreclosure subject to the 
underlying mortgages. We will also assume 
that the com-t has named $16,500,000 as the 
upset price, and that of this amount it will 
take $1,500,000 to provide for obligations of 
the recover and other obhgations which the 
court requires to be taken care of. This will 
leave $15,000,000 as that part of the proceeds 
which would be available to satisfy the general 
mortgage bondholders. We will assume that 
the mortgage secures an issue of $20,000,000. 
That is to say, at the price nuned the general 
mortgage bondholders are entitled to sev- 
enty-five cents on the dollar of the par value 
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of their bonds. If this entire amount of 
$16,500,000 were to be paid in cash at the 
foreclosure sale, it would mean tiiat every 
general mortgage bondholder would get for 
each $1000 bond $750 in cash. Then those 
bondholders who want to stay by the prop- 
erty and have come in under the reorganiza- 
tion agreement would simply pay back the 
cash for the next securities provided for by 
the reorganization agreement. If the busi- 
ness were ever put through in this way, it 
would mean probably that the reorganization 
managers had borrowed a large porportion 
of the amount required to be paid at \he sale» 
and would repay the loan when they were 
paid back by tie bondholders who had agreed 
to the reorganization plan. To require the 
reorganization managers, when purchasing 
the property under the foreclosure, to pay the 
fidl purchase price in cash, most of which they 
would have to borrow until the very money 
ihey paid was paid back to them on present- 
ing the bonds which had been deposited with 
them, would greatly embarrass the process of 
reorganization. So, when the managers make 
their bid at the foreclosure sale and have 
the property awarded to them, they are per- 
mitted to make payment in part with the 
bonds which have been deposited under the re- 
organization agreement. That is to say, since 
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every bondholder would have received sev- 
enty-five cents on the dollar, if the foreclosure 
price were paid in cash, then the purchasers 
at the sale will be permitted to make pay- 
ment in bonds which will be received in pay- 
ment at the rate of seventy-five cents on the 
dollar. 

Let us assume that 95 per cent of ibe bond- 
holders deposited under the reorganization 
plan. Then the reorganization managers have 
$19,000,000 of bonds they can pay in as part 
payment of the purchase price. That is equiv- 
alent to a payment of $14,350,000 and leaves 
$2,250,000 of cash to be provided. 

Since it is not within the boimds of prob- 
ability that any holder will appear at the fore- 
closure sale other than the reorganization 
managers, the upset price which, within every 
reasonable expectation, will become the pur- 
chase price, assumes a large importance in 
the reorganization process. The court must 
be careful to fix it high enough to ^ve the 
depositing bondholders everything they are 
justly entitled to get out of the property. 
Exactly what they are justly entitled to 
get may be very difficult to determine. No 
matter how active a market there may be for 
railroad securities, there is not an active 
market for whole railroads. However, the 
appraisal of the general investing public — 
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that is, the market values of the securities — 
is shown by such dealings as there may be in 
them. The present earnings and condition of 
the property will be helpful in arriving at 
some conclusion about what may be fair 
terms for the minority non-depositing bond- 
holders. 

Since the majority is essentially buying 
out the minority interest, the value of which 
is being fixed on the basis of the value of the 
entire property, tiie majority, represented by 
the reorganization managers, want that value 
for present purposes estimated as low as pos- 
sible. If they have to pay the minority hold- 
ers too great an amount for their interest, the 
purchase of the property will not be a desir- 
able one. The price may be absolutely too 
great, — that is, more than the interest is 
really worth, — or it may simply involve the 
payment of more cash than the managers 
can provide the means of raising. 

Assuming that the reorganization managers 
do not regard the price as too high, how will 
they provide whatever cash may be neces- 
sary? This question brings us to another 
aspect of the reorganization. The plan of 
reorganization shows the means the managers 
have provided for raising the cash. But they 
must have some assurance that these means 
will prove suJ^cient. So the bankers interested 
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in the reorganization will enter into an agree- 
ment with the reorganization managers un- 
derwriting the cash requirements; that is, 
guaranteeing the sufficiency of the means 
provided in the financial plan of the reorgan- 
ization. The bankers, in turn, to protect their 
position will form an underwriting syndicate. 
This banking transaction does not differ in 
any essential respect from the assumption and 
shifting of risk involved in any piux^ase or 
underwriting of securities and the formation 
of a syndicate as described in an earlier dis- 
cussion. Whatever the precise form for rais- 
ing cash which the plan of reorganization may 
set out, it will amount essentially to selling 
some of the new securities provided for in 
the new plan of capitalization. 

The means which a reorganization plan 
may provide for meeting the cash require- 
ments of the reorganization are ordinarily 
thought of as two: (1) an assessment of the 
stockholders of the old corporation; (2) the 
selling for cash of some of the bonds or other 
securities arranged for in the reorganization 
plan. Though thought of and spoken of as 
separate means, both come really to the same 
thing, a selling of some of the securities of the 
new corporation for cash. The first means is 
usually stated somewhat in this way: On the 
payment of $20 for each share of tlie stock of 
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the old corporation agwnst which the fore- 
closure proceedings are being taken, the 
stockholders of the old corporation will be 
given a share of stock in the new corporation 
on purchasing a par value of a certain issue 
of bonds of the new corporation at a certain 
price. The manner in which this is put some- 
times has the superficial appearance of "tak- 
ing care of" the stockholders of the old cor- 
poration and recognizing that they have still 
an equity in the property. In most cases the 
appearance of preserving an equity will van- 
ish on closer examination, and it will be seen 
that the amount of what is called an assess- 
ment on the old stock is based upon the an- 
ticipated value of the stock of the new cor- 
poration, or the combined assessment and 
price to be paid for the new securities amoimts 
to the estimated value of the new securities 
to be received. In a word, the so-called 
"assessment" is really a purchase of the new 
securities. 

No holder of the old stock can be obliged to 
pay the assessment and purchase the new 
securities. When he bought his stock it was 
fully paid-up stock, and the liability of the 
purchaser was absolutely limited to what he 
had already put into it. Of course, there is 
nothing to prevent him from entering into 
Bpeci^ agreements over the stock that will 
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create new liabilities, but these new liabilities 
do not and cannot arise from the mere fact 
of his existing status as a stockholder. If he 
deposits his stock at the instance of a protec- 
tive committee signifying his joining in the 
depository agreement, he creates new liabil- 
ities in connection with his stock. His status 
as a stockholder precludes any obligation to 
deposit his stock. So when the so-called 
"assessment" is made it cannot impose any 
duty to assent to its terms and become bound 
to its obligations. 

The situation may strongly invite the 
stockholder, however, to pay the so-called 
"assessment." Most people feel a distinct 
aversion to marking entirely off tiieir books 
anything th^ have ever carried as an asset. 
If the stockholder does not come in and pay 
the assessment, he must confess to himself 
that he has suffered a total loss and has no 
possibility of salvage. His interest in the en- 
terprise will be entirely gone. He feels that 
the property owes him something. It does. 
It owes him whatever he invested in purchas- 
ing the stock. He feels a natural creditor's 
desire to collect some of the debt if possible. 
His only chance of collecting from the prop- 
erty some of the debt it owes him is to ad- 
vance some more money to it, and, by helping 
get it under way in its reconstituted form, 
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hope that it will ultimately pay him back 
more than the additional amount he is now 
putting in. Though the investment may be 
good, the motives on which it is made rest 
upon a subconscious reasoning that is mostly 
fallacious. However, these motives are often 
taken advantage of to raise, or help raise, the 
ca^ requirements of the business in reorgan- 
ization. 

The other method of raising cash accom- 
plishes the same result with less appearance 
of indirection. In arranging the capital plan 
of the new oi^anization the manaigers will 
make one or more of the new bond issues 
large enou^ so that part of the issue will be 
available for sale to raise additional cash be- 
yond the amount necessary for the require- 
ments of distribution among the depositing 
bondholders. 

If the so-caUed "assessment" plan is tried, 
and managers estimate that all or any given 
percentage of the old stockholders paying the 
asssessment would provide the cash needed, 
then the underwriters have to be prepared 
to stand in the breach and provide any part 
of the necessary cash which the old share- 
holders do not supply. As already stated, 
this procedure is in no sense different from 
that of any underwriting syndicate operation. 
If the new funds are to be provided by the 
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sale of bonds, then the position of the under- 
writers is just the same as in the case of a syn- 
dicate piuxihasing any issue of securities. 

It should be pointed out that the assess- 
ment meUiod is not confined in its operation 
to the common stockholders or to any other 
class of stockholders. The reorganization plan 
may apply it to any class of security-holders 
junior to the issue on account of which the 
property is being foreclosed or even to that 
issue itself. If in case of the capitalization 
plan prestinted at the beginning of this dis- 
cussion, for example, the default had been 
in the first and refxmding 4J's, the chance 
to pay an assessment and participate in the 
reorganization might have been presented 
to the holders of the general mortgage 5's. 
With the foreclosxu^ at the instance of the 
holders of the general mortgage 5's the as- 
sessment plan may foe presented to both the 
preferred and the common stockholders. Each 
situation presents its own aspects, and the 
reoiganization managers must decide on the 
best methods. Most reorganizations utilize 
the psychological appeal of the assessment, 
^ther alone, or combined with a more frank 
selling of new securities. 
Ir If an assessment forms any part of the re- 
organization plan, presimiably the cash will 
be called for before the foreclosure sale, to be 
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returned if anything should still prevent the 
reoi^auization from being accomplished. It 
may be remarked that for the series of reor- 
ganizations which Mr. Stuart Daggett con- 
sidered in his book on Railroad Reorganiza- 
tions, he points out the fact that a short time 
after the reorganization the new securities 
could regularly have been bought at less than 
the assessment price. 

Obstructionists are most likely to appear 
in connection with the fixing of the upset 
price. If the price is placed too high the re- 
organization managers and their supporting 
syndicate cannot carry the reoi^anization 
through. It will require more cash than they 
can raise without jeopardizing the success of 
the reorganizing enterprise. Minority holders 
may endeavor to get the price higher simply 
for the direct benefit that may accrue to 
them. It should be remembered, however, 
that a minority holder may have a much 
more important interest in some other issue 
and may be seeking to get a better bargain 
for the other issue. This is not a legal treatise, 
and we will not go into a discussion of all 
the legal resources of those who are trying 
to make better terms. Even though their 
contentions might ultimately be rejected 
absolutely, time is of the essence wiUi the 
reorganization syndicate. It has made its 
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agreement with the reorganization managers 
on the basis of existing financial conditions. 
These may change at any time and make the 
transaction on the proposed terms a certain 
loss. The reorganization managers may deem 
it business expediency to make terms with 
objectors which the managers do not regard 
as really just, but which they are financially 
able to meet. The objectors have a "nui- 
sance" value, and sometimes are very well 
aware of the fact. Objectors may, however, 
simply cause such delays as to prolong the 
situation beyond the time for which the 
syndicate is bound, and it may then throw 
up the entire matter. The necessary time 
limit of its agreement with the syndicate puts 
the reorganization committee under pressure 
to be able to declare the plan operative within 
the time allowed. 

In connection with the discussion of cash 
requirements we will quote the statement 
of the provisions for this purpose made in 
the reorganization plan, dated November 1, 
1915, of the St. Louis & San Francisco Rail- 
road Company: — 

ProvCaion for cask requtremmta 

For the purpose of meeting the estimated cash 
requiremeDts of the plan, Messrs. Speyer & Co., 
J. & W. Seligman & Co., Guaranty Trust Com- 
pany of. New York, and I^ee, Higginson & Co. 
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have undertaken to form a purchase syndicate, 
of which they will be syndicate managers. The 
purchase syndicate, among other tilings, will 
(o) purdiase 

$25,000,000 prior hen mortgage bonds. 
Series B (five per cent) ; 

$43,180,000 common stock (trust cer- 
tificates), for the sum of $25,000,000 (and 
accrued interest on the bonds), against 
which will be credited the amounts paid 
by stockholders as a condition of partici- 
pating in the plaUi and wilt offer the prior 
lien mortgage bonds and common stock 
(trust certificates) so purchased, to the ex- 
tent and on the terms stated in the plan, to 
depositing holders of stock who shall have 
complied with the conditions of the plan; 
(6) purdiaae at the request of the reorganiza- 
tion managers additional prior lien mort- 
gage bonds, to an amount not acceding in 
the aggregate $5,000,000. 
No provision has been made for underwriting 
the cash required for payment to holders of non- 
assenting refunding mortgage bonds and general 
lien bonds of their distributive share of the pro- 
ceeds of the foreclosure sale, as, in the judgment 
of the reorganization managers, the failure to 
deposit undeposited bonds has been in the main 
due to existing conditions in Europe, where such 
non-deposited bonds are mainly held, but it is 
intended, on the completion of the reorganization, 
to set aside, under such restrictions as the reorgan- 
ization managers shall deem proper, the new 
securities and cash to which, under the plan, hold- 
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ers of non-deposited refunding mortgage bonds 
and general lien bonds would be entitled if de- 
posited under the plan, if deemed practicable 
until the expiration of one year after the conclu- 
sion of peace by treaty, to be deliverable on the 
terms stated in the plan, at any time during such 
period, to holders of such bonds who may desire 
to avail themselves of the benefits of the plan and 
shall give satisfactory reason for their previous 
inability to deposit the same under the plan; the 
securities and cash deliverable in rei^ect of any 
non-deposited bond to be available for providing, 
if necessary, the moneys required to pay the cash 
distributive share of such bond. Such refunding 
mortgage bonds deposited under the agreement 
of June SO, 1914, and such general lien bonds 
deposited under the agreranent of May 28, 1913, 
as may be withdrawn from said respective agree- 
ments, will not be entitled to avail themselves of 
such provision. 

Guaranty Trust Company of New York has 
xmdertaken to form a loan syndicate, of which it 
will be syndicate manager, which among other 
things will, against the pledge by the purchase 
syndicate of such of the prior lien mortgage 
bonds and common stock (trust certificates), 
specified in subdivision (o) above, as shall not be 
purchased and paid for in full by depositing stock- 
holders, and reserved against fully paid subscrip- 
tion certificates, agree to advance to the purchase 
syndicate, up to ninety per cent of the face 
amoxmt of said bonds so pledged. The loan syn- 
dicate will agree to make, for account of the pur- 
chase syndicate, deliveries in accordance with the . 
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tenns of the purdiase warrants, to holders thereof 
complying with the terms of such purchase war- 
rants. 

The reorganization managers for their services 
shall be entitled to compensation in such usual 
amount as shall be determined to be fair by the 
persons, or a majority of them, who at the time 
of such determination are respectively Presidents 
of The New York Trust Company, Columbia 
Trust Company, and The Equitable Trust Com- 
pany of New York. 

The compensations and commissions to be paid 
to the reorganization managers and the respec- 
tive syndicates are to be paid as part of the 
expenses of the reorganization. The reorganiza- 
tion managers may become participants in either 
syndicate. 

Finally the day set 'for the foreclosure sale 
arrives. The reorganization committee, or a 
subcommittee of it, attends the sale pre- 
pared to submit its bid based on the upset 
price already set by the court. As already 
remarked, it would be an extraordinary 
thing for an unexpected bidder to appear. 
The court has fixed the upset price on the 
basis of what the reorganization committee 
can afiford to pay for the property. No one 
else could afford to pay as much, because any 
one else would have to provide so much more 
cash. The reorganization committee can 
make a large part of the payment In bonds of 
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which it holds a substantial majority, or else 
it would not have declared the plan operative. 
A minority bondholders' protective commit- 
tee could not pay so large a proportion of the 
purchase price in bonds, and any one else 
would have to pay the entire purchase price 
in cash. We have already seen that providing 
the necessary actual cash is one of the crucial 
poiats of a reorganization imdertaking, even 
for the majority bondholders. Since they do 
not need to provide as much cash as any one 
else they have a great advantage at this point 
over any other possible bidder. Now that the 
reorganization committee has done so much 
work, it does not, however, want to lose the 
purchase of the property through the sub- 
mission of a bid only a tri:6ing amount, as a 
dollar or two, higher than its own. Through 
the requirement of the cash deposit, making 
bidders disclose their intention of bidding, 
the committee will know of any competitors, 
estimate their strength, and conduct itself 
accordingly. 

The decree of foreclosure which the court 
has made provides all the conditions govern- 
ing the sale. Just as for any bidding, it pro- 
vides that a substantial cash deposit shall be 
made with the bid to assure the good faith of 
the bidder. If the bidder commits any fraud 
in connection with the proceedings, the sale 
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may be subsequently upset. After the sale 
has been made, it must go back to the court 
for its confirmation. 

Assume that the court names as an upset 
price a sum less than the amount of the mort- 
gage under which the foreclosure proceedings 
have taken place. Of course, it is the regular 
situation that the sum is smaller than the face 
of the mortgage. In the case of a railroad, the 
mortgage foreclosed is so generally a blanket 
mortgage covering the entire assets of the 
corporation that the deficiency judgment for 
the difference between the sale price and the 
face of the mortgage would have no value. 
The foreclosure of a mortgage on an industrial 
enterprise would not so invariably involve 
all the assets of the corporation. Since, how- 
ever, the business and assets must be sold as 
those of a going concern, the decree would 
provide for the sale of all the property, and in 
the event that not all were under the mort- 
gage the deficiency judgment might have 
some value. 

One element of imcertainty in reorganiza- 
tion becomes increasingly important. Public 
service commissions more and more have 
jurisdiction over capitalization. Where they 
have jurisdiction their approval must be ob- 
tained for the capitalization proposed for the 
reorganization of a public service enterprise. 
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Delay caused by Uie necessity for satisfying 
a public service commission may result in the 
failure of the attempt to reorganize. 

Let us assume that the reorganization com- 
mittee has taken every step successfully, and 
that the new securities, either in the form 
of interim receipts or definitive certificates, 
are ready for distribution. The depository 
certificates which so far have represented 
the depositors' interests in the reorganization 
were transferable, and the committee has no 
means of knowing who now are entitled to the 
new securities. Therefore the committee will 
publish notice that the new secxu^tiea are 
ready for distribution. 

It is likely to be one of the provisions of the 
reorganization agreement that the stock of 
the new corporation shall be placed ia a 
voting trust. The reorganization syndicate 
wants the voting trust in order to insure con- 
tinuity of management, imd to avoid embar- 
rassments that would result from the hostility 
to the management of a voting minority. 
As a result of the consideration they have 
given the enterprise on account of the default 
in its obligations, tiiose who are interested 
in the reorganization have probably formed 
a definite idea about what policies will be 
most advantageous to the business. These 
policies are like^ to involve a large construc- 
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live work of business organization which will 
take the management several years at least 
to carry out. To meet the requirements of 
the Stock Exchange Listing Committee and 
of state law, the trust agreement is ordinarily 
made for a period not exceeding five years. 
The wording of a reorganization plan estab- 
lishing a voting trust follows: — j 

The preferred and common stock of the new 
company issued in the reorganization will be as- 
signed (but ia the event hereinafter stated, sub- 
ject to the prior pledge thereof) to the following 
voting trustees: Frederic W. Allen, James W. 
Lusk, Charles H. Sabin, Jamea Speyer, Frederid: 
Strauss, Eugene V. R. Thayer, and Festus J. 
Wade, and be held by them, jointly, and their 
successors (under a trust agreement prescribing 
their powers and duties and the method of filling 
vacancies), for five years. The voting trustees 
will issue certificate of beneficial interest en- 
titling the re^tered holders thereof to receive, 
at the time and on the terms and conditions 
stated in the voting trust agreement, stock cer- 
tificates for shares of the number and class 
specified in such certificates, and in the mean- 
while to receive payments equal to the dividends 
received by the voting trustms upon shares of the 
number and class therein specified. In the event 
of the death or failure or refusal to serve of any 
person designated as a voting trustee, prior to the 
creation of the voting trust, the vacancy shall be 
filled by the reoiganization managers. 



DD. zed by Google 



REORGANIZATIONS 275 

If, in their unrestricted discretion, the reorgan- 
ization managers shall so determine, the pre- 
ferred and common stock of the new company 
issued in the reorganization may be pledged as 
additional security for the prior lien bonds for 
five years, and for that purpose be vested in the 
corporate trustee under the prior Ken mortgage 
by agreement made or approved by the reorgan- 
ization managers, under which the voting power 
on the stock so pledged shall be exercised by the 
corporate trustee under the prior lien mortgage 
as from time to time directed by the voting 
trustees, or, in the absence of such direction, or in 
case of default in the payment of any installment 
of interest on Miy prior lien bond, as directed by a 
majority of the corporate trustees under the prior 
lien mortgage, the adjustment mortgage and the 
income mortgage. 

- Now that we have considered the general 
procedure of a reorganization, let us take up 
the specific problem presented in the begin- 
ning of our discussion, the reorganization of 
the X. Y. Railroad Company. We will assume 
that the divisional bonds shown in its capitali- 
zation bear interest averaging five per cent 
for the $10,000,000. This makes fixed charges 
on account of: — 

Divisional bonds, interest (500,000 ' 

First and refunding 4}'s, interest 1,185,000 

«l,6e5,000 
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The corporation has not defaulted on these 
obligations, its earnings are ample to provide 
for them, and no one at any time has thought 
of disturbing them in the reorganization. 
Besides the fixed charges the corporation is 
subject to an account of these undefaulted 
securities, the interest obligation on account 
of the securities in default amounts to: — 

G«nen] mortgage S's, interest (1,000,000 

Collateral truat 6*8, interert MO.OOO 

¥1,250,000 

Or, total fixed charges of the system at the 
time of default were $2,875,000. Net earn- 
ings at the time of default were, let us say, 
$2,750,000. The receiver has been able, dur- 
ing the term of his operation of the prop- 
erty, to increase the net, we will assume, by 
$50,000, and m^es a showing at the time the 
reorganization plan is finally formulated of 
net earnings of $2,850,000. Since he has in- 
creased fixed charges by $30,000 through the 
issuance of $500,000 6 per cent receiver's cer- 
tificates, the increase of $50,000 in net does 
not represent a real gain for the full amount 
of the increase. 

The reorganization committee Is confronted 
with the problem of two issues in defaiUt, 
each with a lien on separate pieces of property. 
It is important, however, in the interests of 
both pieces of property that the system be 
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kept together, and in order to keep them 
together it is necessary that a plan be for- 
mulated that will be just to both classes of 
security-holders. To fonn such a plan in- 
volved an examination into the relative merits 
of the two properties. It was found that at 
the time of the default the net earnings of 
the X. Y. system proper were $2,525,000. In- 
terest on the issues secured on this property, 
the two underlying issues and the one in de- 
fault, required $2,625,000. This made a de- 
ficiency of earnings of this part of the system 
of $100,000, or a deficiency of 5 per cent on 
the amount required to meet the interest 
diarge on the general S's in default. Net 
earnings of the M. X. Railroad, the branch 
line, all of the bonds of which are deposited 
to secure the M. X. Railroad collateral 5*s, 
amounted to $225,000. Interest requirements 
of the collateral 5*3 called for $250,000. This 
presented a deficiency in earnings of 10 per 
cent of the amount required to meet interest 
charges on account of this issue. Holders of 
the collateral 5*s have the advantage, how- 
ever, of not having any claim on the M. X. 
Railroad property ahead of theirs. We will 
assume that this and other considerations, 
such as the relative physical condition of 
the two properties and their relative impor- 
tance to each other, led the reorganization 
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committee to the conclusion that the general 
mortgage 5's and the branch line collateral 
trust 5's should stand on the same basis in 
the reorganization. Such a conclusion, of 
course, simplifies the problem of our reor- 
ganization plan in providing equivalents for 
the securities which the new plan will displace. 
We must now consider what success the 
reorganization committee has met with in 
getting deposits of the defaulting securities. 
Again we will simplify our computations by 
assuming that the same per cent of each of 
the issues refused to deposit, and place the 
amount at 5 per cent. So our reorganization 
committee had to consider — 

91,000,000 general mortgage £'b not deposited. 
250,000 collateral fi's not deposited. 

This becomes important, as we know, in 
relation to the upset price the court may name 
for the foreclosure sale, which determines the 
amount of cash the reorganization committee 
must provide for raising through its plan. 
The committee is able to 'make such proposals 
that neither tiie majority nor the minority of 
the holders of the collaterxil 5's are disposed 
seriously to press for a separate foreclosure. 
They recognize the essential importance of 
the properties remaining together and con- 
tent themselves with exerting such pressure 
as they can to get better terms. 
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After the case is fully before it — the ap- 
praisals of the property and the representa- 
tions of the various parties in interest — the 
court establishes an upset price that will 
provide a payment of seventy cents on the 
dollar to the depositing bondholders of both 
classes. Now, let us consider what cash 
requirements the reorganization committee 
will have to meet. The committee estimates 
that the expenses of reorganization will 
amount to $150,000. But this charge will be 
met directly by the depositing bondholders, 
and need not be considered here. There are 
$1,000,000 of undeposited general mortgage 
bonds. The committee will have to provide 
$700,000 to satisfy their claim. Of the col- 
lateral trust bondholders, those owning $250,- 
000 of bonds did not deposit. Providing for 
them will take $175,000. There are $500,- 
000 of receiver's certificates outstanding and 
maturing so soon that their payment will have 
to be provided for, requiring $500,000 more 
in cash. Miscellaneous claims, such as judg- 
ments for personal injuries, will take $100,- 
000. Immediate additional expenditures will 
have to be made on the property itself, for 
which the committee feels that it must pro- 
vide $810,000. Recapitulating cash require- 
ments, then, we have: — 
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Non-depositing general 5's 9700,000 

Non-d«7>ositing collater^ 5's 175,000 

Eeceiver's certificates SOO.OOO 

Judgment cUinui, etc 100,000 

Two years' int«est overdue on »«0,000.- 

000 bonds 200.000 

' Estimated cash requironeats for the 

property 81Q.000 

$2,485,000 
Since the reorganization will require 
this amount of cash, estimate an un- 
derwriter's commission of two per 

cent (Ml $9,000,000 of securities 80,000 

$2,MA,000 

Two items in these cash requirements call 
for some comment. It is customary to bring 
the interest payments on the old bonds up to 
date, so that the security-holders may feel 
that they have had a complete, though in- 
terrupted, income return. Of course, this 
is merely equivalent to making depositing 
bondholders a better offer by so much. The 
cash payment is especially good bait. The 
other item is the underwriting commission. 
We have already discussed the general princi- 
ples of the formation of the underwriting 
syndicate. The financial backing may take 
the form of an underwriting or of ^i agree- 
ment to purchase any part of the securities to 
be disposed of for cash which the old stock- 
holders do not subscribe for. We have here 
assumed the underwriting. 
>^ In formulating reorganization plans. there- 
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fore, the committee faces tlie necessity of 
raising an immediate $S,545,000 in cash. Be- 
sides raising this cash, it must also see to it 
that fixed charges are cut down to a point at 
which the net eamtngs will cover them with a 
suflScient margin to make another receiver- 
ship improbable. Of course, the cutting of 
fixed charges had to be provided for before 
the committee knew just how much cash it 
would have to raise for the non-depositing 
bondholders, since the bondholders would 
have a right to withdraw on the announce- 
ment of the plan, and possibly some more 
might come in at that time. Oiur committee 
met the situation in a thoroughgoing way. 
It decided to offer holders of bonds half the 
amount of their par in interest-bearing se> 
curities, half the amount of their par in pre- 
ferred stock, and to add to that a share of the 
new common stock for every $1000 bond. 
They decided, too, that the new bonds should 
bear interest at the rate of only 4 per cent, as 
against the 5 per cent on the old bonds, and 
that the new preferred stock should be cumu- 
lative and entitled to preferential dividends 
of 6 per cent. The result would be that if the 
full dividend should be paid on the new pre- 
ferred stock, the old security-holders would 
be getting the same income as before, and if 
anything should ever be paid on the new 
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common stock, that would be so much estra. 
That is: — 

Old i«eurity 
Interest on (1000 bond at S per cent (50 

New Keuritiei 

Interest on $500 bond at 4 per cent 20 

Dividend on (500 preferred stodc of 8 per 

cait _80 

«50 

We have assumed that 95 per cent of the 
holders of the defaulted bonds deposited 
them, and indications were that as large an 
amoxmt would be on deposit when the plan 
should be declared operative. So the com- 
mittee has to provide new securities for the 
owners of $19,000,000 of general mortgage 
6*s and for the owners of $4,750,000 collateral 
5's, Since they are planning to give owners of 
each of these issues half their par value in 
new 4's, they will have to provide a total of 
$11,875,000 of the new 4's to meet this re- 
quirement. An equal amount of new preferred 
stock will have to be provided to carry out the 
idea of the committee for the reorganization. 

With the earnings of the corporation in- 
suflBcient or barely suflBcient to cover the 
dividend requirements, the committee can 
hardly count on selling the new preferred 
stock to provide cash. So it must provide an 
issue of the new 4's su£5ciently large so that 
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some m^ be disposed of to furnish the ready 
money necessary. Since satisfying the old 
bondholders will require close to $12,000,000, 
and since the new bonds will not be worth par, 
the committee will have to plan for about 
$15,000,000 of the new bonds for immedi- 
ate issuance. The committee feels the need, 
however, of looking forward to future cap- 
ital requirements, and decides to make the 
authorized issue of the new 4'3 amount to 
$20,000,000. The additional $5,000,000 need 
not be considered in the immediate reorgani- 
zation plans. 

Let us see, now, what the fixed chaises will 
be on the assumption that $15,000,000 of the 
new 4's are to be presently issued: — 

Interest on underlying bonds $500,000 

Interest on first 4i's. l,l&!i,000 

Interest on new 4'a. 600,000 

92,825,000 

Against these prospective charges the cor- 
poration net earnings now are $2,800,000. On 
this showing of an amount available to meet 
the interest requirements of the new 4's of 
$575,000 in excess of the $600,000 demanded, 
the new bonds have a substantial value. Let 
us assume that the market is such that if they 
are made to run for the term of twenty-five 
years, as the committee plans, they should 
sell at 85, or approximately a 5.05 basis. 
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The reorganization committee has to con- 
sider the position of the preferred and com- 
mon stockholders of the old corporation. In 
accordance with the principles already dis- 
cussed, it wishes to give them an opportunity 
to participate in the reorganized enterprise 
and so forestall any endeavor on their part to 
block the reorganization, and at the same 
time to take advantage of the desire of such 
as may want to continue with the enterprise 
to raise part of the cash requirements. With 
a look toward this situation in particular and 
toward the rounding-out of the reorganiza- 
tion plan in general, the committee decides 
that the capital stock of the new corpora- 
tion shall be $20,000,000 of common stock, 
in addition to the $12,000,000 of preferred 
stock already considered. The committee 
decides to j^ve the preferred stockholders of 
the old corporation an opportunity to partici- 
pate in the reorganization by allowing them, 
for each share of the old stock they hold, to 
piuvhase, by the payment of $50, an amount 
of the par value of $50 of the new 4's and 
$100 of the new common stock. Since it is 
estimated that the new 4*s should be worth 
85, that would make that part of the pur- 
chase which is the $50 in bonds have a 
value of $42.50, and therefore be equiva- 
lent to letting the old preferred stockholder 
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buy the new common stock for $7.50 a 
share. 

Along the same lines the committee decides 
to let the old common stockholders for each 
share of the old common stock they own buy 
an amoimt of $50 par value of the new 4's 
and $75 par value of the new common stock 
on the payment in cash of $50. Again, on the 
estimate of the new bonds being worth 85, 
this is making the new common stock cost the 
old common stockholders $7.50 for each $75 
of par value, or at the rate of $10 a share. 
Assuming that the new stock should be worth 
approirimately this amount, this means that 
the old preferred stockholders are being per- 
mitted to realize a computed value of $2.50 
a share on their old stock. Since their claim 
is superior to that of the common stock- 
holders, it is natural that they should be 
shown some preference in the reorganiza- 
tion. 

Let us see how the committee is coming 
out with its common stock issue. To meet 
the distribution of one share of the new stock 
to each deposited bond will take $2,375,000 
of the new stock. If all the old preferred and 
common stockholders should want to partici- 
pate, they would take more common stock 
than the committee has in mind to provide. 
Such imanimous participation, too, would 
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call for $15,000,000 of the new 4*s instead of 
the $3,000,000 the committee has planned 
to dispose of to meet the cash requirements, 
and would provide $15,000,000 in cash. Of 
course, no such result will follow the offer. 
Even for the preferred stockholders the com- 
puted value of the new securities offered them 
is so small that a small change in market con- 
ditions would wipe it out. The managers 
know that the syndicate to be formed to 
underwrite the reorganization plan will be 
remarkably fortunate if enough of the old 
stockholders come forward to supply all the 
cash needed. 

We now have the new financial scheme of 
our hypothetical reorganization committee 
pretty well formulated. It results then in 
this manner: — 

SeeuriHei vnkyuehtd tn reorganisatum 
Underlying bonds av^oging S per 

cent $10,000,000 

First mortgage H'a iU.OOO.OOO 

New aeeuritie* 

General mortgage 4'a (authorized 
$20,000,000) . . . , 15,000.000 

Preferred stock, 6 per cent cumula- 
tive 12,000,000 

Common stock 20,000,000 

Siunmarizing the disposition of the new 
securities, we have: — 



DD. zed by Google 



REORGANIZATIONS «87 

Qeneral mortgage 4'a 

To holders of old geoeral mortgage S'a 

and collateral trust fi's tn,87«,000 

To be disposed of to meet cash require- 
ments 8,185,000 

«15,00d.000 

Pr^erredttoek 
To holders of old general mortgage S'a 

and collateral trust 5's tll,87«,000 

To be held for disposition at any future 
time to meet the corporate require- 

ments Igg.QOO 

$19,000,000 , 
Common Stock 

To holders of old general mortgage fi's 

and collateral trust fi's $2,375,000 

To satisfy subscriptions of old preferred 

and common stockholders (estimated) 2,000,000 
To be held for disposition at any future 
time to meet the corporate require- 
ments 14,125,000 

To syndicate for part of its compensation 1,500,000 
$20,000,000 

It will be noted that besides the cash com- 
mission stated in the list of cash requirements, 
we have provided the additional compensa- 
tion of $1,500,000 of the new common stock 
as shown in the list just given for the distribu- 
tion of the stock. The old bondholders at 
whose instance the property is being reorgan- 
ized would probably regard this provision as 
more advantageous for them than a lai^r 
cash commission. The cash would have to be 
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provided through the sale of a large amount 
of the underlying security, the new 4*3, and 
would by so much lessen the proportion of 
assets to debt of that security. They would 
also consider it desirable that at least part of 
the bankers' compensation should be in such 
form that the bankers would be more likely 
to have a continued interest in the business. 
We have assumed a substantial specula- 
tive value for this new stock. Earnings are 
already suflBcient almost to cover the require- 
ments of the new preferred stock. Ijet us 
assume that the default took place during a 
time of financial panic followed by a period of 
business depression. As a result of the bad 
business period the receiver has not been able 
to show a material increase in earnings. With 
a period of reviving business a substantial 
increase in earnings may reasonably be 
expected. Practically all of any increase in 
net will become available for dividends on 
the common stock. Though presumably a 
policy of dividend payment would not be 
undertaken inunediately on any increase in 
net, a stockholder may reasonably expect 
that within a few years dividends will be 
forthcoming on the common stock. Under 
the plan outlined there is only a relatively 
small amoimt of stock to absorb increased 
earnings, the total of $5,875,000 in the hands 
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of the old bondholders, the old preferred and 
common stockholders, and in the bands of 
the syndicate. The Urge block of $14,135,000 
of stock held for corporate requirements is 
practically, and may be made actually, treas- 
ury stock. If any of it is disposed of, it will 
increase the assets, and consequently, it is to 
be presumed, also the earning power, of the 
corporation. 

A word should be said about the preferred 
stock provided in the plan proposed, though 
the reorganization committee may be able 
to get the old security-holders to convert part 
of their old interest charge into a mere divi- 
dend, expecting that the old security-holders 
would probably insist that they shall not run 
the risk of their expectancy of preferred divi- 
dends being made more remote through the 
creation of a prior claim against the earnings. 
In order to get its proposal accepted, the 
committee will have to make it one of the pro- 
vi^ons of the preferred stock that no such 
prior claim shall be created. It may be able 
to modify this provision to one permitting 
such a claim to be created on the approval 
of two thirds or three quarters of the pre- 
ferred stockholders. Such a provision might 
seriously hamper the financing of the corpora- 
tion in future years and the preferred stock 
might very well be made redeemable. It 
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might, perhaps, also be made convertible, so 
that if the corporation should greatly prosper 
it would disappear through the conversion 



It should be noted that our hypothetical 
plan does not reduce the par of the new secur- 
ities to be distributed to the old bondholders, 
but, in order to render more palatable the 
adulteration of the security of the bond- 
holder, the plan even increases the par value 
of the new securities offered to him. Though 
part of the new securities is in stock, and the 
possibility of income return is the only thing 
of importance, the investor's mind, never- 
theless, clings to par values, and the old 
seciirity-holder does not feel such a sense of 
loss if the par of his holdings remains unim- 
paired. 

In our hypothetical reorganization we have 
had the cash requirements supplied by the 
bankers and the old stockholders. These 
sources would be possible in such a case as 
presented, largely because the earning power 
of the railroads, even at its low ebb, was still 
almost sufficient to meet the interest re- 
quirements. Under those circumstances, as 
already pointed out, stock would have a spec- 
ulative value. On that basis old stockholders 
will come forward with some fimds. The new 
bonds, so greatly reduced in amount from 
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those in default, have so substantial a value 
as to be marketable. To be sure, they will 
sell at a discount, but that is because the 
interest rate is made so low, 4 per cent. 
Though it would more normally be 5, the 4 
per cent rate was decided on in order to allow 
so substantial a par value to be o£fered as to 
placate the old bondholders, and still sub- 
stantially cut down the fixed charges. If the 
financial condition of the corporation had 
been worse, the burden of supplying new cash 
might have been thrust upon ^e bondhold- 
ers. They would have to supply it in order to 
prevent the property from going entirely to 
wreck. Depending upon conditions, any 
class of security-holders may be asked to sup- 
ply cash, even those holding the current debt 
of the corporation. Calling on the bond- 
holder to contribute new cash is found to be 
unpopular. He is certain to have some of the 
feeling of "throwing good money after bad." 
Stockholders contribute any part of the new 
funds only under the strongest inducement. 
Though the contribution is for them also a 
throwing of good money after bad, they are 
reluctant utterly to part even with the "bad" 
money. Bondholders can be made to contrib- 
ute only when their position comes to approx- 
imate that which shareholders are usually in: 
th^ must contribute some or lose all. 
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Indeed, though the general procedure of 
one reorganization is much the same as that 
of another, the financial plans present very 
wide variations depending on the particular 
conditions of each case. Rather than follow 
through an actual reorganization which would 
present many problems of detail that might 
confuse one considering the subject for the 
first time, we have taken an imaginary case 
which we could make as simple as we chose. 
It should not be imderstood that the hyi)o- 
thetical case presented is even typical. The 
elements were chosen to show the situation 
as simply as possible. 

Our imaginary case does not present one 
often very important situation, that of the 
lease. If a reorganization involves an enter- 
prise with leased property, those in charge of 
the reorganization must come to terms with 
the owners of the leased property. Of course, 
they may not consider it desirable to retain 
the leased property in the enterprise. The 
receiver may already have exercised his right 
to disaffirm the lease and cut this part of the 
property loose, or it may otherwise be cut 
loose in the course of the reorganization. 
Since it is not owned by the corporation 
undergoing reorganization, it does not form 
part of the property in the foreclosure sale. 
Generally the owners of the leased property 
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do not want it back on their hands to operate. 
They have no operating organization. So 
they are likely to make terms, if they can, in 
the reorganization. FreqU|entiy the making 
of terms results in changing the status of the 
property from its former lease to an actual 
ownership. The leased property is consoli- 
dated into the reorganized enterprise. Some- 
times, but not usually, an arrangement is 
made reducing the rental. The whole matter 
is part of the general problem of reducing 
fixed charges. The lease may be in so strong 
a position as to be undisturbed, like the un- 
derlying bonds. It may be so weak that it 
is not desired at all, and can be cut o£f 
even' more efifectively than the stockholders* 
equity. Or it may be strategically in tihe 
position of the bonds in default, and have to 
suffer a scaling down in some way. 
- Reorganization expenses are allocated di- 
rectly to the depositors, and are not provided 
for in the cash requirements. Any security- 
holder who has deposited and subsequently 
withdrawn will have to pay his pro rata of the 
expenses up to the time of his withdrawal. 
That would ordinarily be up to the time of 
the announcement of the plan of reorganiza- 
tion. In an organization more complex than 
the one we have presented, the reorganization 
committee would have to determine what 
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proportion o{ the expenses each issue in- 
volved in the reorganization would have to 
bear. 

We have presented only one device for 
scaling down fixed charges, that is, by a sub- 
stitution of stock in the place of interest- 
bearing securities. This is the best method, 
but is not always followed. A plan more 
commonly adopted in earHer reorganizations 
than recently was the substitution of income 
bonds for bonds with less elastic iuterest 
provisions. The objectionable characteristics 
of income bonds were discussed in the first 
volume. In substance, from the standpoint 
of a security-holder in reorganization, income 
bonds give practically no greater assurance 
of payment of income than a preferred stock, 
and lack the voting power which helps the 
preferred stockholder protect his position. 

The "adjustment bond" is another device 
resorted to in reorganizations to effect an 
immediate reduction in fixed charges. The 
reorganization committee may ask the old 
bondholders, whose securities carried interest, 
let us say, at 5 per cent, to take new bonds 
carrying interest for the first year say of 2 per 
cent, for the second year of 3 per cent, for the 
third year of 4 per cent, and the fourth year 
reaching the interest return of the replaced 
securities of 5 per cent. Though these rates 
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involve an immediate cutting-down of the 
bondholder's income, they include a definite 
and absolute promise that the income will be 
restored by the steps indicated. This places 
the security-holder in a stronger position than 
the expectancy of income offered by * pre- 
ferred stock. From the standpoint of the 
probable permanency of the reorganization i 
it is not so good as the preferred stock. If 
the reorganization committee relies upon it 
to effect the entire seeing down and does not 
materially reduce the principal amount, fi^id 
charges will go back to their original amount 
at the end of the four-year period. Since the 
committee is not likely to get the bondholders 
to accept a reduction of both principal and 
rate of income, the principal amount will 
probably renuun imimpaired. The adoption 
of the device of the adjustment bond indi- 
cates a reliance on increasing earnings. If 
this expectation should not be realized, the 
corporation would again face reorganization. 
For the reorganization pUn we have fol- 
lowed through, we have had the reorganiza- 
tion managers assume the burden of the work 
of effecting the purchase and of distributing 
the securities. Tte position of the under- 
writing syndicate involved only the taking-up 
of sUeh of the securities provided for the rais- 
ing of cash as the old stockholders did not 
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subscribe for. After formulating the new 
financial plan, the reorganization managers 
might have turned the whole matter over to 
the syndicate if they had made such an agree- 
ment. In that event, the ^Tidicate, which we 
have termed the "underwriting syndicate," 
would be denominated the "purchase syndi- 
cate." It would have bought the property at 
the foreclosure sale, turned it over to the 
new management for the securities, and dis- 
tributed the securities in accordance with the 
provisions of the agreement the syndicate had 
made with the reorganization committee. 
This agreement would have included the 
same distribution of the new securities as we 
have discussed. In this, as in every other 
aspect of a reorganization, the details may 
vary widely. In the space at our disposal 
there is opportxmity to discuss only the gen- 
eral principles involved. 

. BEADJUSTUENT OP THE CAPITAL ACCOUNT 

We have restricted our use of the word 
"reorganization" to situations involving a 
foreclosure, or otherwise a sale of the property 
at the instance of creditors. Common use 
applies this term more broadly to include 
any substantial change in the financiid plan, 
not only when there is no sale at the instance 
of creditors, but even when the change does 
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not at a^ lesult from insolvency. It seems 
in the interest of a more careful nomencla- 
ture to reserve the term "reorganization** 
to cover such cases as we have already dis- 
cussed. 

Sometimes substantial changes are made 
in the plan of capitalization as a result of 
insolvency without involving a judicial sale. 
This can most advantageously be done when, 
though the assets are ample, some business 
reason has made it impossible for the corpor- 
ation to meet its interest charges or its ma- 
turing obligations. It can sometimes be forced 
through when a class of creditors realizes 
that a reoi^anization involving a judicial 
sale woxdd cut them off or would reduce the 
amount they are apt to reahze from their 
claims below the amoimt they believe the 
values really in the property ought to pro- 
duce for them. It may especially be utilized 
when the stockholders believe that the in- 
solven<Y is temporary and are willing to aid 
substantially in having the finances arranged 
in some way that will not involve cutting off 
their equity. Any creditor whose claim re- 
mains unpaid can eventually force a judicial 
sale of the assets, and those interested in 
effecting a solution of the corporation's finan- 
cial troubles can hold this whip over those who 
are inclined to block, or refuse to support. 
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endeavors to procure an adjustment without 
such a sale. If the financial difficulties are 
surmounted without a judicial sale in a way 
that involves substantial changes in the finan- 
cial plan, we will say that there has been a 
"readjustment of the capital accotut." 

A readjustment involves much the same 
matters as we have discussed under the head- 
ing of "Reorganization," but it is carried 
through without the judicial sale. The prop- 
erty is not, however, transferred to a new cor- 
poration, and new securities, including the 
new stock, issued in payment for the property 
transferred to the new corporation. Since, 
generally spealdbg, no property is being 
transferred in any way, any new stock issued 
must be paid for in cash at par. Either the 
stock of the corporation must be worth par in 
spite of the present embarrassment, or worth 
so near par that parties having an interest 
in the situation are willing to pay par for it 
in order to straighten out the situation and 
avoid greater loss in some other direction. 

Of course, it would be rather extraordinary 
that the common stock of an insolvent cor- 
poration should be worth par. Ordinarily, if 
new stock is to be issued an issue of preferred 
stock would have to be authorized. Or, if 
there is an existing issue of preferred stock, 
a new issue with a prior preference may be 
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created. The stockholders may be su£Sciently 
interested in carrying out the readjustment 
to contribute some of their holdings to the 
corporation, which, becoming treasury stock, 
the corporation may proceed to sell at less 
than par. This would involve practically 
unanimous action, otherwise some of the 
stockholders would be making a sacrifice for 
the benefit of other stockholders who are not 
sacrificing at all. 

The readjustmoit of the Westinghouse 
Electric and Manufacturing Company fol- 
lowing the financial crisis of 1907 presents a 
good illustration. The company had been 
expanding its business rapidly, and as a re- 
sult had a large floating debt, the maturities 
of which the corporation was unable to meet 
in the face of the existing stringent financial 
conditions. This debt consisted of two classes : 
(1) merchandise debt or credit given by con- 
cerns which furnished materials to the com- 
pany, and (2) bank debt, the result of floating 
the company's paper generally throu^out 
the country and of borrowings from the local 
banks. The business depression which set in 
after the genertd financial crisis of the fall of 
1907 caused a marked falling-off in the earn- 
ings of the company and made its situation 
one of great difficulty. Several plans for read- 
justment failed before one finally succeeded. 
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A business situation proved really the piv- 
otal point. Merchandise creditors naturally 
looked forward to continuing business with 
the rehabilitated company. It frequently 
happens that in smaller enterprises than the 
Westinghouse business adjustments are made 
on this principle. K those in charge of a busi- 
ness are known to have such abilities and 
reputations that they will continue in the 
same business and use the same materials 
after their financial difficulties are adjusted, 
their merchandise creditors are likely, rather 
than force them through bankruptcy, to make 
a composition with them in the expectation 
of continuing their good-will. Such creditors 
expect to benefit through the profit of future 
business more than enough to make up present 
losses. By forcing the debtor into bankruptcy 
they would lose his good-will and probably 
gain nothing over the composition. The West- 
inghouse difficulties presented a case in which 
those who were creditors on account of current 
liabilities were most immediately concerned. 
The merchandise creditors wanted to con- 
tinue in the good-will of the dominating in- 
terests in the enterprise for the sake of future 
business. The local banks also looked to fu- 
ture business. These two divisions of the 
creditors were the easiest to deal with. 
- Other bank creditors presented a more 
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difficult problem for those who were seeking 
to arrange the finances of the company. For 
the various reasons which make it necessaiy 
or expedient for a concern like the Westing- 
house Company to seek a broader area of 
credit than the local community, it had 
through note brokers placed large amounts of 
its paper with banks throughout the comitry. 
These banks had nothing to gain from busi- 
ness relationships with the concern. What- 
ever they were to rescue from the situation 
they had to salvage at once. They were not 
so easy to deal with. 

Under the plan that finally gained accept- 
ance, merchandise creditors to the amount of 
some $4,000,000 agreed to take stock of the 
company at par in the settlement of their 
claims. The plan offered the bank creditors 
50 per cent of their claims in convertible long- 
term bonds. They were given an option of 
several proposals in settlement of the other 
50 per cent of their claims: (1) to take 30 per 
cent in four, five, and six year notes and 
20 per cent in stock; (2) to take it entirely in 
fifteen year notes; (3) to take it entirely in 
stock. There was about $8,000,000 of this 
bank debt. 

The concern required some actual cash, 
however, to get its affairs straightened out. 
The stockholders were asked to subscribe to 
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$6,000,000 of stock at par. Though the con- 
cern was embarrassed with its large float- 
ing debt, its assets and earning power in 
normal times made its stock valuable. Dur- 
ing this period, however, the stock was not 
selling in the general market at par, and the 
purchase of stock at par was equivalent to 
making a cash contribution to the treasury of 
the company. Only the la^e stockholders 
saved the situation at this point. With some 
banking assistance they came forward and 
subscribed for the necessary amount of new 
stock. Of course, no compulsion could be put 
on the stockholders, and, as the corporation 
was issuing this stock for cash, it had to be 
sold for par. 

Non-local bank creditors did not look with 
much favor on the proposals made to them. 
A gradual revival in business conditions, how- 
ever, made it seem probable that the new 
securities would have a sufiSaent value at 
least to let them out whole, and finally they 
agreed to the plan.^ 

Only the threat of a judicial sale makes 
possible a voluntary readjustment of the 

* The facts here pteaented about the Westinghouae re- 
tdjuatment are gatha«d from Dewing'a CorporaU Pmmo- 
Hoiu and fUcrganiMoHont (Harvard Univenity Press. 1914). 
The reader is referred to that volume for a complete and 
interestiDg discussion of Haa readjustment of the capital 
l^an. 
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capita] account: Do this or worse things will 
happen to you. Even with this threat, gen- 
erally anything requiring a unanimous con- 
sent cannot be carried through. Some recal- 
citrant (from the viewpoint of those trying to 
carry through the readjustment) will refuse 
to act except under court compulsion. Yet, 
if the number of people who are directly 
affected is not too great, and if the situation is 
strong enough, sometimes practically unani- 
mous action may be had. In a sufficiently 
strong situation the writer once succeeded in 
getting all of the second mortgage bondholders 
of an enterprise to agree to accept the posi- 
tion of third mortgagees in order that cash 
might be provided by a smaller issue of bonds 
with a second mortgage claim. 

RECAPITALIZATION 

By the term "recapitalization" we mean a 
substantial change in the financial plan of 
tiie corporation that does not result from in- 
solvency. Quite the contrary situation is the 
most frequent cause of recapitalization. Those 
in control of the corporation bring about an 
increase in the outstanding securities to make 
their par present more nearly the actual 
capital value of the business. This situation 
frequently arises when an incorporated fam- 
ily enterprise is being turned Into one for 
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general market purposes. Many enterprises 
have their ongin, not in an original large 
promotion, but through the growth of some 
small business undertaken by an individual 
or a very small group of individuals. Very 
likely the business was not incorporated at 
the beginning, but was started as entirely a 
matter of direct individual proprietorship or 
as a partnership affair. Some of the various 
reasons for incorporating finally led the pro- 
prietors to take the step of incorporation. 
The business grew and the owners added to 
the capital account out of the earnings, so 
that the present value of the plant is far in 
excess of the capitalization. It may be that 
the business has passed through the hands of 
several generations in this way. Or it may be 
that the business met with rapid and large 
success. In recent years the automobile in- 
dustry has presented examples of especially 
swift expansion, and the building-up of as- 
sets out of earnings. Whatever the business, 
let us assume that for some reason a time has 
come when the owners are willing to part with 
their exclusive ownership and admit outside 
capitalists to an interest in the business. It 
may be that one of the present owners wishes 
to withdraw and the owners are not able or 
are not ready for any other reason to buy out 
his interest. Perhaps an owner has died and 
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the beneficiaries of his estate want to liqui- 
date his interest in the business. Very likely 
the present owners wish now to expand the 
business more rapidly than they can exclu- 
sively out of earnings. For one of these rea- 
sons, or for any other, they want access to 
the general market for capital, and are pre- 
pared to part with some of their stock interest. 
Their present stock, however, is worth too 
high a premium to be disposed of advantage- 
ously in the general market. So they must 
recapitalize. 

Let us assume the case of a business which 
has taken advantage of the principle of trad- 
ing on the equity and in times past has bor- 
rowed some capital by issuing bonds, so that 
its capitalization now stands in this way: — 

Stock , »«50,000 

Bonds 1,000.000 

Its earnings, however, show that the capi- 
talization does not represent the actual val- 
ues in the business. Let us say that the in- 
come account shows in a normal year: — 

Net earnings tSiS.OOO 

Interest 30,000 

AvaiUUe f or dividenda «4T5,000 

A careful management would advise carry- 
ing $50,000 of this to a reserve account, and 
leave for actual distribution $425,000. This 
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approaches 200 per cent on the present capi- 
talization, and would exceed 7 per cent on a 
capital stock of $6,000,000. Let us assume 
that an appraisal would show a valuation 
of assets of $7,000,000 so that the corpora- 
tion, considering its $1,000,000 of bonds, may 
properly increase its capital stock outstanding 
by $5,750,000. 

The owners decide to increase the capital 
stock authorized to $8,000,000 and declare a 
stock dividend of 230 per cent. Let us assume 
that the purpose of the stockholders in doing 
this was to permit such of them as chose to 
dispose of part or all of their ownership in 
the business, and that, as a matter of fact, the 
owners of a quarter interest wish to dispose of 
all their holdings, and enough others wish to 
realize some cash to dispose of one twelfth 
more of the ownership of the business. Since 
the stodc is "full paid," they can dispose of it 
at any price they see fit. 

If the recapitalizing were done with a view 
to providing cash for corporate purposes, the 
private owners would have agreed to con- 
tribute such a pro rata of the stock dividend 
to that end. They may sell, let us say, $2,- 
000,000 of the stock at 90, and raise $1,800,- 
000 for the corporation. Putting through 
such a transaction by means of recapitaliz- 
ing would depend upon mianimous consent. 
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and woiUd be practicable only in the case of 
corporations with a very small number of 
shareholders. 

Sometimes the situation may be just the 
opposite of that we have described. Though 
a corporation may be solvent, it may have so 
large an amount of stock outstanding and its 
earnings be so small that there can be no 
hope of a policy of dividend declaration on 
the existing stock. This situation is more 
likely to exist with corporations which have 
large amounts of preferred stock, especially 
if it is cumulative and has arrears of divi- 
dends. In such case the corporation can sim- 
ply go through the legal procediure for re- 
ducing capital stock. 
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Accounting, for coipontiou, 
175; importance of complete, 
for purpoaea trf corpotatkin 



Adjustment boudi in teorguiifa- 

tions,204. 
Advertising, «ecuritie% 70; iuiM 

of securitiet, reawn* for not, 

74. 
Allotment, meaning of, IH; on 

public offer, 163. 
Annual report, required hy 

Stock Exchange, IQ2. 
Appraisal, in couik of reorgani- 
zation, £47. 
Arbitraging in atockholdets' 

righb^28. 
Assets, treasury stock not, 11. 
Auditor's npatt, in reorganiia^ 



Bonlc, distinguished from bank- 
ing houu, 39; financial, 48; 
securities u collateral for 
loans, 48. 

Bankers, underwriting sale of 
stock, IS; engineers, 40. 

Banking house, advantage of, in 
providing capital, 6; distin- 
guished from bank, 30; work 
of, 39; simple organization, 84. 

Bill, creditors', iU. 

Bondholder, non-d^Mmting in 
reorganization, position of, 
MO. 

Bonds and stock u collaterttl, SO. 



Bonils; offered to stockholders, 
»6; brokers' commissions, 53; 
text of, for listing, IBS; docu* 
ments filed for listing, 168; 
special information required 
for lilting. 17S; listing addi- 
tional amounts, 174. 

Brokers, raising funds ttirough, 
4i differentiated from invest- 
ment bankers, 44; bond, c<Nn- 

TTfiafttnm^ ^3; in commercial 
paper, commissions, 6S; street, 
work of, 96; syndicate com-' 

Buying securities, work of bank- 






1,87. 



Capital account, adding tq 
through maintenance, 188; 
readjustment of, 296. 

Capital, alternative iJ raising, 
directly or through middle- 
man, 1; dealers take risk of 
providing, 3; raising through 
brokers, 4; when corporation 
may undertake to provide, it^ 
self, S; inadequate organiza- 
tion for providing, for some 
corporations, S; why some cor- 
poratiiHis must raise it without 
middleman, 6; advantage of 
banking house in providing, 8; 
when corporation can pro- 
vide, itself, 8; appeal to stock- 
holders for new, 21; amount 
of, required by investment 
banktfS. largely supplied by 
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bonowtuft M, 47; inexperi- 
eoced leeken for, OS; <le- 
mand for, unlimited; ■upply 
limiUd, 06. 

Capitalists, finding, 77; investor* 
in mortgages, 70. 

Capitslizaticm, changes in plan 
of as reault o( inaolvency, tSl. 

Cairjing ayndicate bonds, un- 
divided, 108; divided, l(»i 
■pedal, 111. 

Cathier'i department of invest- 
ment banking house, 89. 

Certificates, of stockholders' 
ri^ts, fti; of deposit, list- 
ing, 169; voting trust, listing, 
169; of dcfMMit, reorganisation, 
dealings in, 238, 240; listing on 
Stock Exchange, 240. 

Circular, bond, distribution of, 
71; work of preparation. 88. 

Civil War bonds, selling, by Jay 
Cooke, 7S. 

Clearing securities, 98. 

Client, investor becomes, of 
salesman, 81, 

Collateral, for loan, securities as. 
48; milking, SO; syndicate, re- 
leasing, 127; trust bond issue, 
example of, 217. 

Conmtreiai and Finaaeud C&nm- 
idt OS financial trade paper, 89. 

Cofnmefcial bankers distinguished 
bom investment bankers, 37. 

Commercial paper, broker's com- 
misuon, 55. 

Commission, underwriting, 17; 
for procuring loans on mort- 

' gages, 63; for seUing bonds, 
58; of commercial paper bro- 
kers, S5; syndicate selling, 123; 
by syndicate, to brokers, 124; 
splitting, by syndicate brokers 
and members, not allowed, lt5. 



Committee of tiodc euJia&ge, on 
Stock List, 164; protective, 
formation, E30. 

Con^wtition in mvestment bank* 

Conducting operations, as part of 
operating expense, 178. 

Confirmation of syndicate soles, 
126. 

Convertible bondholders not enti- 
tled to stockholders' '\ri^ts," 
». 

Credit, risk tA dealing in, M. 

Creditors' bill, 224. 

Counterfeiting securities, safe- 
gnardiog. 104. 

me risk. 



Debentures, covenant against 
creation of prior lien, 218. 

Defaults, giving right to foT«- 
clonirc, 222; rcmediea of trus- 
tee, 247. 

Delivor of syndicate securities, 
135. 

Depomtorica, for protective com- 
mitter forogn, 244. 

Depositary agreement, protec- 
tive oommittae'a broad powers, 
884; protective committee's, 
extract from, 235. 

Depooitory Committee^ to assure 
assents to sale of property, 214. 

Depositing securities, reorgani- 
sation, extension ol time for, 
255. 

Deposit, certificate of, in nsa- 
ganiiation, 238. 

Deposits taken by investment 
bankers. 42. 

Depreciation, as part of mainte- 
nance, 182. 

Dinctors qualifying shares, 198a, ' 
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Divided canTing, 109. 

Divided liabUitf. ifndicate, 181. 

Divideoda, investora' viewpoint, 
ISS; policy of, 136; specolA- 
tar'a viewpoint, 168; ipedal, 
189; in directors' diKretion, 
183; stock, 193; stock, to re- 
duce nuvket price <J tUtdt, 
IH; warranti for, IBS. 

DooaUd stock, i. 

Esgineeriiig bankers, 40. 
Equipment agreement, receiver 

may refuse to recognice, 227. 
Etkics of investment bsjiking 

business, 07. 
Eipoues, of membera of ajnuU- 

cate, 114; of syndicate, 114. 



■titutio: 






of securities business wiHi, 83. 

Fixed duirgea, wbat are, 179. 

Foreclosure, defaults leading to, 
222; preparing for, 346; who 
may take action, 248; fnmchise 
in, S£t; upset price in. 2d6; 

* part payment in bonds, 2S8; 
providing cash lequirements. 
StIO; sale under. STO; decree of, 
271. 

Foreign bondholders, special de- 
pository (or, under reorgaiuu- 
tion, 244. 

Foreign exchange, departments 
of investment hftnlriT*g houses, 
4S. 

Fractional right o( itoiiholder, 
22. 

Franchise, in foreclonie, 2S1. 



Gross income differing sources, 
177. 

Holding company, insufficient 
statement of earnings, 196; 
special nature of income, 196; 
effect of declining earnings ol 
operating companies, 200; . in> 
come compared with that of 
an operating company, 201; 
effect of increasing debt of 
1,204. 



Income account, condensed form, 
176; tor public service corpora- 
tion, 179; larger form, 179; for 
manufacturing business, 186. 

Income bonds in reorganizations, 
294. 

Incotne, corporate, 176; gross. 
differing sources, 177. 

Industrial, corporations, small, 
difficulty in providing capital, 
7; enterprises, financing by 
investment bankers, 42; special 

industrial corporations, 6J>, 

lnc[uiries for securities, 100. 

Insolvency as cause of changes 
in plan of capitalization, 221. 

Insurers, underwriting syndicate 
in position of, IfiJS. 

Insuring the provision (^capital, 4. 

Interest account of syndicate, 
111. 

Interest, in default, advancing 
payment by protective com- 
mittee, 231. 

Interim certiGcale, pending ddn- 
itive security. 1S9. 

Investment bankers, why corpo- 
ration resorts to, SJl; general 
limitatioos of business of, 36; 
how corporation establishes le- 
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latirau with, S6; u promoter, 
37; moltiplicitf of propwaU 
for buainew, 87; diitinguished 
from comtnercud badun, S8; 
dutinguuhed from priTste 
banken, 38; and induatrial en- 
terpriM*. 4S; taking deposits, 
H: doing nhoksale and retail 
biwiness, 4S; foreign exchange 
departments of, 43; a dealer in 
credit, risk of, 44; and broken 
differentiated, 44; ai mer- 
chants, 44; profits of, 44; Asso- 
ciation, number of memboik 
and quaUfications for member- 
flb^i, 40; capital required, 4fl; 
number of, 46; borrowed capi- 
tal of, 47; amount of profit, 
JII; moral responxibiUty for 
Mcurities, SB; losses of, S9; 
w(wk in building a ma^et, QS. 

Inveatmcnt banking, competi- 
UvB nature of, 60; ethics, 67. 

lovMttnait baiddng house, keep- 
ing in communication with 
salcflmen and clients, 85; mail- 
ing list, 86; cashier's depart- 
ment, 90; wrak in buying se- 
cnritiea, 87; statistical depart- 
ment of, 88; work in educating 
capitalists, 88; trading in is- 
sues it has sold, M. 

Invested, small, preferred, M. 

lasue of securities limited and 
danger of selling short, S7. 

Issuing stock, 9. 

Jay Cooke, selling Civil War 

bonds, 76. 
Joint accounts, 09, 102; reason 

for forming, IDS; inTitaticm to 



Joint adventure, I^al mtuatlon 
of securities Bjiulicate, ISS. 



Lease, receiver waj diaaffinn, 
127; in reorganiiatioo. SOt. 

Legal considerations of syndictt* 
traniacttons, 139. 

l«ttcn forming syndicate^ laC 

lieni^ oom^ilezity of, W9. 

Limited liability syndicate, ISl. 

Lifting, docs not in its^ sell le- 
curitiea, IS7; expected, for 
large issues, lfi7i incieaaei 
difficulty of protecting the 
market, 158; why not before 
public offering, 158; applies 
tian for, t6B; fee for, ISl; an- 
nual report required, IflS; 
mechanical execution of securi- 
tiea for, 103; Committee o« 
Stock List, 104; interchange- 
able bonds, 165; printing re- 
quiremmts, 105 1 iegistn«d 
boodi, 165; text of bonds, 1«S; 
requirements of documents, 
106; stock certiBcatei, 160; 
aecnrities of reorganiied cot- 
poratioos, 106; additional 
amounts, 169; certificate* of 
dqwait, 169; general informa- 
tion required, 109; voting tfust 
certificates, 100; bonds, special 
infonnation required, ITS; ad- 
ditional amount of bonds, 
174. 

Loan to syndicate to take up se- 
curities, 105. 

Loss of syndicate member^ dis- 
tribution, 119. 

Lowes of investment bankers. f9. 

Mailing list of investment bank- 
ing house, 86. 

Maintenance, as part of (iter- 
ating expenses, 176; analysis 
of, 182; adding to c4>ital ac- 
cotmt through, 188. 
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Usnager of i^ndicate, IMi wwk 
of, lee. 

Mftuagei of uuderwritiiig syndi- 
cate, 147; powers of, 147. 

Management operating account 
as showing efficldlcj' of, 131. 

Mjumfacturing buaijMSS, iflcouke 
account for, ise. 

Market, securities, closing up of, 
SO; supporting, 01; building, 
&9, 160; off the exchange, 05; 
in tecuritiei, seoutiTeneM ot, 
100; protecting, 147. 

Massachusetts, lequirements 
that public sttvice corpora- 
tion offer stock to sharehddcn 
at price determined, IS. 

Members of syndicate, contribu- 
tion to purchase, 107; expenses 
of, 114; wiling commisdon. 



Merchants, 



Emt bankers 



do biuineas as, 44. 
Merger, physical, example of, 

213. 
Middleman, in raising capital, 8; 

service of, in raising fundi, S. 
Money trust, charged, by inei- 

perienced seekers foe ctqtital. 



curing loans on, 53. 



New capital, corporation not 

o^anized to provide, 3. 
NomeocIatuK i^ syndicates, 143. 

Obstructionists to 



Offering of securities, public, 70. 
Opentting account for showing 

efficiency of plant, 181. 
Operating expenses, elements 

<rf, ITT. 



>EX S13 

(^koating ration analysis ol, 180. 

Organization of investment bank- 
ing houses, 84. 

Oversubscriptions, and clomng 
booiiM, 72; sometimes mereljr 
twilinienl. 78. 

Participations, of original syndi- 
cate members in underwiitings, 
144; in underwritingH, "with- 
drawn," 150. 

Plant, efficiency shown by analy> 
sis of operating account, 181. 

Preferred atockholdera not en- 
titled to " rights," 33. 

Piice of stock in relation to divi- 
dend policy, 108. 

Private bankers, distinguished 
from investment bankers, 38. 

Profits, of investments bankers, 
44; amount of, JSl; of lyndl- 
cat«, distribution, 119. 

Promoter, investment banker as, 
37; inexperienced, 65. 

Protecting market, 147; difficulty 
if issue listed, 1S8. 

Protective committee, formation 
of, 230; announcement of, 831; 
advancing interest payment, 
831; for various issues. 833; 
broad powers of depository 
agreement, £34; depository 
agreement, extract from. iSB; 
I of, 241; extension of 
deposit, £41; form of 
announcement of, 242. 

Public offer, ot securities, 70; 
preparation for, 71; allotment 
OD, 153; speculative subscrip- 
tions on. 154. 

Public service, business subject 
to aualyns. 42; commissions 
and reorganizations, 272. 

Purchase syndicate. 296. 
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Qualifying Bharea of dinctora, 



es. the krgeit han- 
dled by few banking houses, 41. 

Readjustment, of the capital ac- 
count, 296; use of term, 881. 

Beci4)italbatioii, SOS; use of 
term, 231. 

Receivers, decision to apply for, 
243; appointed by federal 
court. 224; appointed by state 
court, 224; jurisdiction to ap- 
point, 224; officers of coutt, 
226; duty to act for all parties 
in interest, 226; may disaffirm 
lenjes, 227; may rrfuse to reo- 
ognize equipment agreement, 
227; should consult court on 
unusual matters, 227; usually 
take deteriorated property, 
22S; certiGcales of, authoriza- 
tion, 229; lien of, 229. 

Reduction in value <A itock 
through new issue at par, IS. 

Refunding bond issue, example 
of, 215. 

Begistered bonds, liaUng require- 
ments, 165. 

Registrar of ttansteis. Exchange 

' requirements of location, 161. 

Reorganizations, 220; plan of, 
249; agreement, 262; agree- 
meot, filing, 25S; cash require- 
ments, 260; assessments, 261; 
selling new securities, 261; un- 
derwriting syndicate, 264; ob- 
atnictionists, 266; cash require- 
ments, extracts from provi- 
■iona for, 267; sale under, 270; 

272; publi 

nous' ^proval of cecurities, 

273; publication of notice of 



lew securities, 
273; voting trust. 273; example 
of Bfinnfial plan, 275; lease in, 
202; expenses of. 293; adjust- 
ment bonds in, 294; income 
bonds in, 294. 
Reorganized corporations, docu- 
ments filed tor listing securi- 
ties of, 168. 
Repurchase of stock by corpora- 
tion, 14. 
Retail business of iuvestmuit 

bankers, 43. 
lUghts, stockholders', announce- 
ment of, 22; value of, 23; cer- 
tificates of, 24; to subscribe to 
bonds, K; when difficult to 
finance on, 25; arbitroging in, 
28; fiuandng on, nature of 
benefit to stockholders, 29; 
meaning of term in New York, 
29; financing on, compared 
with selling stock at a pre- 
mium, 31; preferred stock- 
holdos not partlcipatiDg iit, 
SS; convertible bondholders, 
not entitled to, 34; do not 
apply to stock issued in pay- 
meat for property, Si- 
Risk in raising capital, 4. 

Sales, syndicate, confirmation of, 
126. 

Salesmen for banking houses, 
recruiting, 76; training, 76; 
difficulty in selecting, 77. 

Salesmen, securities, cultivating 
investor, 80; relationship of 
investor as client, 81 ; securities 
and financial institutions, 82. 

Securities, as collateral at bank, 
48; advertising for sale, 70; 
clearing, 98; mechanical exe- 
cution of, for listing, 163. 
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Selliiig on issue short, danger of, 
87. 

Selling price, S7ndica.te, 111; de- 
termination of, 110. 

Short time securitiet, whjr han- 
dled on smaller profit, $i. 

Sinking fund, from surplus, 191. 

Small cnrporations, difficulties 
in financdng, 04. 

Speculation, on public offer of 
securities, IM; aftw securities 
sold hdi^ul, 160. 

Splitting commissiooa, syndicate 
brokers and iiiemben not al- 
lowed, lis. 

Statistical department of invest- 
ment banking houaes, 88. 

Stock] Exchange, as a market. 
157; expected that larger issues 
trill be listed on, 1S7; listing 
issues on, 167; -wby issues not 
listed on, befora public offer- 
bg, IS8; fee for listing, lSI;re- 
qoirement of location of tnna- 
ter agent and re^trar of 
transfers, Ifll; listing certifl- 
catea of depont aa, 240. 

Stock and bonds as collateral, 50. 

Stockholders, appeal to tor new 
capital. 21. 

Stock, donated, 9; issuance of, 0; 
treasury, B; issued authorized 
and unissued, and treanuy, 
example illustrative. 10; selling 
for less than par, IS; treasury, 
corporation tree to deal in, 12; 
without par value, 12; obliga- 
tion of corporation to realize 
par for, causes financial em- 
barrassment, 18; right <rf stock- 
headers to purchase in propor- 
tioD to holdings, 13; right of 
corporation to repurchase, 14; 
distributing surplus by selling. 



•EX S15 

at len than market value, 15; 
offering, to stockholders, 15; 
right of stockholders to sub- 
scribe for, at par, 15; bank- 
as underwriting sale of, 16; 
method of offering to stock- 
holders, 17; reduction in value 
through new issue at par. IB; 
form of, listing requirements, 
16S; dividend, 1S3; dividend 
to reduce market price of 
stock, IM. 

Stockholders' rights. Seetti^tM, 
stockholders'. 

Street broker, work of, 00. 

SubscripUon books, closing oF, 72. 

Supporting market, 01. 

Surpltis, taking advantage of, in 
providing new capital, 8; dis- 
tribntiug through sale of stock, 
IS; disposition of. IS&; what is 
correct amount, 190; as sink- 
ing fund, 191. 

Syndicates, 102; loan to takenp 
securities, lOS, 106; manager, 
106; members, 'contribution to 
purchase, 107; selling price, 
determination oF, 110, 111; in- 
terest account. 111; undivided 
or unlimited liability, 112; pro- 
fits, division of, IIS; expenses 
of, 114; members of, expenses 
of, 114; profits, distribution of, 
115; distribution of unsold 
bonds, 117; distribution of 
loeses, 119; selling commis- 
sbn, 128; cotamiBsion to brok- 
ers, 124; securities, delivery of, 
125; releasing bonds as collat- 
eral, 127; take-down price, or 
paying manager for bonds. 128; 
selling price, distribution of, 
1^; letten forming, 132; ele- 
ments of account, 136; length 
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